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MONETARY REFORM IN WESTERN GERMANY* 


FRED H. KLOPSTOCK 


THE economist the gradual disin- 
tegration of Germany’s monetary 
system after the war and its reor- 

ganization last year afford valuable il- 
lustrative material and offer important 
lessons of theoretical and practical sig- 
nificance. Germany was the only defeat- 
ed nation in which the huge wartime ad- 
ditions to the money stock did not pro- 
duce an open and cumulative price infla- 
tion of the old-fashioned variety. In- 
stead, monetary expansion was followed 
after the end of the war by the repudia- 
tion of the country’s currency in large 
sectors of the economy and by the shift 
to various money substitutes. Bank notes 
remained in use only as one of several 
media of exchange in black-market deals 
and as a supplement to the ration ticket 
in transactions at authorized prices. 
What makes Germany’s postwar mone- 
tary experience so interesting is the op- 
portunity to observe at close quarters 
(1) the breakdown of the integrated 
‘Money economy into white-, gray-, and 
-market sectors; (2) the impact of 

* The statements contained in this article repre- 
sent the personal opinions of the writer and do not 


hecessarily reflect the views of the Federal Reserve 
Bank of New York. 


several heterogeneous market spheres 
upon incentives, resource allocation, and 
the distribution of income and wealth; 
and (3) the effect on these and other 
strategic areas of the economy of the sud- 
den cancellation of a large portion of the 
money supply. 

It is my purpose to review the back- 
ground and some of the curious manifes- 
tations of the breakdown of Germany’s 
monetary system, to examine the tech- 
niques employed by the three western oc- 
cupation powers in their attempt to re- 
habilitate the system, and to evaluate 
the success of their efforts. 


THE DISINTEGRATION OF GERMANY’S 
MONETARY SYSTEM 


Looking at monetary and market de- 
velopments immediately following the 
breakdown of Nazi rule, the observer is 
struck by the remarkable inflexibility of 
Germany’s price and wage structure and 
the resiliency of the country’s price, 
wage, and rationing controls under the 
disorganizing stresses of defeat and occu- 
pation. No perceptible flight from the 
mark occurred during the first year of the 
occupation; prices in the few free mar- 
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kets rose only slowly; and black-market 
trading, to the surprise of many econo- 
mists attached to the military govern- 
ments, did not assume large proportions 
until late in 1946. 

For an explanation of the faith in the 
stability of the prevailing value of the 
mark, we must note that, for a decade, 
price and wage levels had been almost 
inert. People had become so used to the 
stability of authorized prices that they 
resisted the notion of a rapid decline in 
the value of money even after prices in 
free markets had begun to move upward 
and goods had become increasingly un- 
available in legal markets.? The wide- 
spread anticipation that prices and wages 
would remain unchanged gave the occu- 
pation powers a breathing spell, during 
which they were able to strengthen the 
price and rationing controls. Their task 
was facilitated by the fact that during 
the first few months after the war the 
volume of transactions in Germany was 
very small, since only a negligible frac- 
tion of the country’s industrial capacity 
was in actual production. 

While the existing controls proved 
their worth in obstructing the spending 
of liquid balances and in preventing price 
inflation, they failed to accomplish the 
more difficult task of providing adequate 
production and work incentives for the 
German economy. Under the acute scar- 
city and excess liquidity then prevailing 
in Germany and with prices and wages 
strictly controlled, producers tended to 
hang onto their real assets and showed 
little inclination to work for monetary 
compensation. As the first year of occu- 
pation drew to an end, signs of an incipi- 
ent repudiation of the reichsmark ap- 
peared in broad sectors of the German 
economy. 


2S. P. Chambers, ‘‘Postwar German Finances,” 
International Affairs, XXIV, No. 3 (1948), 366. 
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These tendencies toward the repudia- 
tion of the reichsmark were reinforced as 
German financial circles and economists 
turned their attention to the problem of 
the excess-money legacy of the Nazi 
Reich. A large number of schemes for a 
drastic scaling-down of the money supply 
were submitted to public debate and 
were widely discussed in the press. A 
comprehensive reform worked out by a 
group of American economists in the 
spring of 1946 became a subject of long- 
drawn-out negotiations in a subcommit- 
tee of the Allied Control Council in Ber- 
lin. These preparations for the invalida- 
tion of a large part of the money supply 
did not remain secret in Germany. While 
no one knew whether an inter-Allied 
agreement could be reached on the issue 
and, if so, when the blow would fall, the 
German economy began to adjust itself 
to this prospect. This adjustment largely 
took the form of rejecting the reichsmark 
as a medium of exchange and store of 
value. 

Gradually this repudiation of the 
reichsmark produced a radical change in 
the normal pattern of business. From 
1946 on, an increasing segment of trade 
moved entirely outside the traditional 
money economy, as producers (whether 
farmers or manufacturers) and distribu- 
tors turned to barter and so-called “com- 
pensation trading,” the latter term de- 
noting sales of goods tied to delivery of 
other products. It is true that throughout 
the precurrency-reform period, producers 
sold part of their output for monetary 
compensation at legal prices. A substan- 
tial share, however, if not sold for cash 
in black markets, was in part used as & 
medium of exchange for other goods that 
either could be used in the production 
process or would come in handy at some 
future date for acquiring products of 
greater usefulness or for delivery to 
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workers in lieu of wages or as supplemen- 
tal compensation.’ This practice of giv- 
ing employees food and other goods that 
they could either consume themselves or 
use for barter spread rapidly during the 
period preceding the monetary reform, 
as workers refused to exert themselves 
for money wages with which they could 
acquire little more than what happened 
to be available against their ration cards. 
Similarly, service trades and professional 
workers increasingly demanded payment 
in kind before accepting additional cli- 
ents. With entrepreneurs shifting from 
money to various substitute media of ex- 
change and stores of value, the main pur- 
pose of business transactions became the 
protection, improvement, and expansion 
of real asset holdings rather than a mone- 
tary profit through supplying goods to 
customers. 

According to authoritative sources, by 
the spring of 1947 about half the value of 
all commercial trade, at least in the 
Anglo-American zone, was transacted on 
a barter or compensation basis. Many 
barter transactions were performed with 
the aid of cigarettes, which served not 
only as a medium of exchange but also as 
a unit of account and store of value. As 
the distrust of the reichsmark spread, 
sellers of currently produced goods were 
willing to accept in payment all sorts of 
real assets, such as jewelry and various 
secondhand articles. The disinvestment 
of such articles added to the aggregate 
demand for currently produced goods 
just as effectively as did the dissaving of 
cash balances.’ 

*Cf. Military Government of Germany, Trade 
and Commerce: Monthly Report of the Military 
Governor U.S. Zone, 1 February-31 March 1947, No. 
21, pp. 19-21. 

_ ‘Maxwell Stamp, “Germany without Incen- 
tives,” Lloyds Bank Review, July, 1947, p. 23. 


SF. A. Burchardt and K. Martin, “Western 
Germany and Reconstruction,” Bulletin of the 
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Barter and compensation trade are so 
obviously a throwback to primitive ways 
of doing business that we are likely to 
overlook the fact that, under the circum- 
stances, such emergency arrangements 
are not wholly without merit. There is no 
doubt that many enterprises would have 
had to go out of business had they not 
been able, with the aid of compensation 
transactions, to obtain factors of produc- 
tion that the official allocation system 
failed to supply and that were not readily 
available for cash, even at black-market 
prices. Manufacturers were prepared to 
expand output, once they could exchange 
their own products for goods that they 
required; and workers, paid in kind rath- 
er than in money, were induced to do use- 
ful work rather than merely go through 
the motions of working. 

The main shortcomings of barter and 
compensation trade could be seen in 
the field of resource allocation. As a re- 
sult of the diversion of sizable amounts 
of goods from legal channels, the plan- 
ning and allocation controls lost what- 
ever effects they may have had on the 
employment of production factors. Per- 
haps the best illustration of the appalling 
waste of manpower and mal-allocation of 
resources was provided by the practice, 
common in postwar Germany, of the ur- 
ban population traveling to the country- 
side to engage in barter deals with farm- 
ers.° Barter and compensation trade, de- 
spite their stimulative qualities, were 
conducive to the misdirection of scarce 
production factors for the further reason 
that the suitability of goods for such 
transactions determined to a consider- 


Oxford University Institute of Statistics, IX, No. 12 
(1947), 409. 

*W. Eucken and Fritz W. Meyer, ‘“The Eco- 
nomic Situation in Germany,” Annals of the Ameri- 
can Academy of Political and Social Science, Novem- 
ber, 1948. 
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able extent the allocation of resources. 
For instance, firms engaged in the pro- 
duction of primary goods that were ur- 
gently needed for reconstruction, as well 
as transportation enterprises and public 
utilities turning out goods and services 
that could not easily be used for barter 
and compensation transactions, were at 
a definite disadvantage in obtaining raw 
materials and labor as compared with 
manufacturers of barterable articles.’ 

Finally, at a time when the economy 
was starved for goods and the public 
lacked the most vital essentials, the flow 
of materials through the production pipe- 
lines was choked off because goods ended 
up in the hoards of manufacturers, who 
planned to use these products either for 
transaction purposes or as a store of 
value until after the currency reform. 
Frequently, if the character of produc- 
tion precluded its use for such purposes, 
manufacturers preferred to keep their 
plants idle in order to prevent the prema- 
ture use of raw materials and the depre- 
ciation of capital equipment.*® 

Once appreciable amounts of goods had 
been diverted from legal distribution 
channels, the pressures toward dissaving 
of liquid balances could no longer be con- 
tained. During the first year of occupa- 
tion the volume of cash transactions in 
black markets probably did not amount 
to much. But subsequently, as black 
markets became better organized, such 
transactions played a major role in Ger- 
many’s commercial life, primarily in 
deals between consumers and intermedi- 
aries, though—as far as could be ob- 
served—they never attained the volume 

7 Ginter Keiser, ‘‘Die Strukturkrise der deutsch- 
en Wirtschaft,” Neue Ziircher Zeitung, No- 


vember 29, 1947; Military Government of Ger- 
many, 0p. cil., p. 20. 

® Deutsches Institut fiir Wirtschaftsforschung, 
Die deutsche Wirtschaft zwei Jahre nach dem Zu- 
sammenbruch (Berlin, 1947), p. 230. 
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of barter and compensation deals largely 
because cash transactions in black mar- 
kets were held in greater moral reproba- 
tion. 

The diversion of the relatively small 
trickle of consumer goods to barter and 
black markets further reduced the inade- 
quate availabilities in legal markets. 
Since so little could be purchased at 
authorized prices over and above the 
small basket of rationed goods and since 
black-market prices were approximately 
forty to two hundred times higher than 
legal prices, workers had no incentive 
and therefore no desire to make special 
efforts for compensation at legally au- 
thorized wage rates. Under these circum- 
stances, piece wages and other compensa- 
tion, based on output per man-hour, had 
no effect whatever on productivity, 
which, as a result of malnutrition and 
shortages of all kinds, was at an extreme- 
ly low level. 

The increasing inequality of income 
and wealth resulting from the huge prof- 
its on illegal operations no less than the 
general lowering of standards of business 
conduct, as evidenced in fraudulent 
bookkeeping, wholesale tax evasion, cor- 
ruption, and general disregard of the law, 
had a demoralizing effect on those who 
were unwilling or unable to take advan- 
tage of the opportunities for illegal en- 
richment. Many of the aged and invalid 
and others who lacked the energy con- 
stantly to search for semilegal and illegal 
means of obtaining vital essentials soon 
found themselves in serious straits. The 
delay in the execution of a monetary re 
form program until June, 1948, despite 
the pressing need for immediate action 
toward the re-establishment of orderly 
market conditions, must, of course, be 
ascribed to the political disagreements 
between Russia and the western Allies. 
Both the Soviet Union and the democr- 





MONETARY REFORM IN WESTERN GERMANY 


cies realized that a unilateral solution of 
the problem might complete the split of 
Germany into two halves and raise ex- 
ceedingly difficult problems for the man- 
agement of the monetary affairs of the 
city of Berlin. When the step was finally 
taken, it marked a decisive turning point 
for western Germany’s economy. 


MONETARY REFORM AND RELATED 
MEASURES 


THE SCOPE OF THE REFORM 


The long delay in the execution of the 
reform program, while contributing con- 
siderably to the prevailing monetary 
chaos, had the advantage of giving both 
the Allied military governments and 
their German consultants ample oppor- 
tunity to examine carefully the steps 
which they proposed to take. A vigorous 
debate preceded the reform; and, as the 
deliberations progressed, the political as- 
pects of the schemes under consideration 
came increasingly into the foreground. 
Monetary reform, although usually dis- 
cussed in terms of technical merit and ad- 
ministrative feasibility, is inseparably in- 
tertwined with social and economic poli- 
cy issues.? How various social classes and 
economic groups are affected by a sharp 
cut in liquid balances depends to a con- 
siderable extent on whether the surplus 
money is entirely wiped out or whether 
the price level is permitted to absorb 
some part of the excess. The sharper the 
monetary contraction, the less is the need 
for a continuation of price and related 
controls and the better are the prospects 
lor their effective enforcement. Mone- 
tary reform involves basic economic poli- 
cy decisions in these fields and thus tends 
_ *Cf. the author’s “‘Monetary and Fiscal Policy 
in Post-liberation Austria,” Political Science Quar- 
lerly, LXTII, No. 1 (1948), 99; for a discussion of the 
technical aspects cf. the author’s ‘Monetary Reform 


in Liberated Europe,” American Economic Review, 
XXXVI, No. 4, Part I (1946), 578. 
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to intensify the struggle between the ad- 
herents of a laissez faire philosophy and 
the supporters of planning and control. 
A crucial issue of economic policy is also 
how the burden of the monetary contrac- 
tion is shared between those holding pri- 
marily monetary assets and those pos- 
sessing mostly real property. Any scheme 
providing for a drastic scaling-down of 
the money supply is a form of capital 
levy. As in any other tax, exemption 
levels, the rate of progression if any, and 
the discrimination between individuals 
and business firms determine to a consid- 
erable extent the incidence of the pro- 
gram on various income and social 
groups. These considerations were well 
understood in Germany, and the reform 
proposals submitted to the military gov- 
ernments reflected the economic interests 
and social predilections of their German 
sponsors. 

The program that was finally adopted 
was strongly influenced by the desire of 
both the United States military govern- 
ment and the majority parties in the 
German Bizonal Economic Administra- 
tion to re-establish money incentives and 
the free-market mechanism as the deci- 
sive determinants of economic life. The 
purely monetary measures were em- 
bodied in military government laws that 
were largely the work of American and 
British financial experts, who decided 
upon a course of action that in many es- 
sential points differed from that recom- 
mended by their German advisers." But 

*© Erwin Hielscher, Der Leidensweg der deutschen 
W Ghrungsreform (Munich, 1948), p. 27; Oswald von 
Nell-Breuning, “Die Wihrungsbereinigung in 
Deutschland,” Neue Ziircher Zeitung, November 16, 
1948. The German experts favored inclusion in the 
legislation of a number of provisions that would 
have introduced a greater element of social equity. 
In particular, they urged the adoption of a law for 
the equalization of the burdens arising from the 


reform, simultaneously with the promulgation of 
the reform laws. 
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the reform program went much beyond 
the contraction of the money supply and 
the issue of a new currency. These meas- 
ures were only one of several parts of a 
comprehensive economic and financial 
rehabilitation scheme designed to revive 
the western German economy within the 
framework of the European Recovery 
Program. One of the most essential fea- 
tures of the reform was the relaxation of 
price, allocation, and rationing controls 
—a policy sponsored by the United 
States military government but decided 
upon by the German authorities them- 
selves. The reform legislation also pro- 
vided for a substantial reduction in taxa- 
tion, the revamping and strengthening of 
the credit structure, and the enactment 
by the German authorities of measures 
for the equalization of the financial bur- 
dens arising from the war and its conse- 
quences and from the monetary reform 
itself. 


THE CONTRACTION OF THE MONEY SUPPLY 


The contraction of the money supply 
was carried out by a series of laws issued 
jointly by the military governments of 
the United States, Britain, and France. 
Under the first of these laws, promulgat- 
ed on June 18, 1948, to become effective 
June 20, a new currency, called the 
“‘deutsche mark,” was issued. All natural 
and legal persons had to register their 
reichsmark currency and bank deposits 
by June 26 if they wished to take advan- 
tage of their conversion rights. Individu- 
als could immediately obtain for 60 old 
marks 40 deutsche marks and another 20 
marks two months later, while business 
firms were allowed 60 deutsche marks per 
employee for pay-roll purposes. Another 
law issued on June 26, the so-called 
“Third Law for the Reform of the Ger- 
man Currency,” provided for the conver- 
sion of all cash and bank deposits in ex- 


FRED H. KLOPSTOCK 


cess of 60 marks on a 10 to 1 basis,” 
with half these deposits blocked and the 
other half freely available.” In a number 
of somewhat complicated articles (with- 
out which, however, the entire scheme 
cannot be fully understood), it was, in ef- 
fect, laid down that, for each 60 reichs- 
marks that were exchanged for deutsche 
marks by each member of a family, 600 
reichsmarks had to be deducted from the 
currency and bank deposits held by the 
family at the beginning of the reform. 
Similarly, the funds paid out to business 
firms for pay-roll purposes had to be 
charged on a 10 to 1 basis against the 
reichsmark balances subject to conver- 
sion.*3 

The bank deposits of all German gov- 
ernmental agencies, as well as those of 
the German banks with the German cen- 
tral banking system and all interbank de- 
posits, were completely canceled and re- 
placed by cash allotments to permit con- 
tinued operations." 


™ The ro to 1 rate was also applied to most debts 
and contractual obligations. 

12 The release of bank deposits in excess of a rela- 
tively small amount was made conditional upon 
clearance of the account by the tax authorities. This 
provision was directed at balances that were ac- 
quired illegitimateiy, but it also served to prevent 
the rapid spending of freely available funds. 

"3In other words, the first 540 reichsmarks of 
currency holdings and precurrency-reform bank 
deposits in excess of 60 reichsmarks belonging to 
individuals who had obtained 60 deutsche marks 
and 10 reichsmarks for every deutsche mark paid 
to business firms for pay-roll purposes were entirely 
wiped out. In the case of a family of three which 
had received 180 deutsche marks on even terms, 
the charge against the family’s deposits was 1,620 
reichsmarks. This particular provision of Ger- 
many’s monetary reform wiped out the bulk of the 
savings deposits of the large mass of consumers. 

«Banks were credited in their accounts with 
the central banks of their states with 15 per cent 
of their demand deposits plus 74 per cent of their 
time or savings deposits. The state central banks had 
to supply their state and their state’s political sub- 
divisions cash balances equal to one-sixth of their 
actual revenue receipts during the period from 
October 1, 1947, to March 31, 1948. 
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The contraction of the money supply 
was completed by a law issued early in 
October, 1948, under which 70 per cent 
of the blocked balances were wiped out, 
another 10 per cent made available for 
investments in certain medium and long- 
term bonds, and the remaining 20 per 
cent (1 per cent of the converted bal- 
ances) were released. Consequently, the 
conversion ratio was 1 to 1 for persons 
holding no more than 60 reichsmarks, be- 
tween 1 to 1 and 10 to 1 for persons hold- 
ing between 60 marks and 600 marks, 
and between 10 to 1 and slightly over 15 
to 1 for persons holding more than 600 
marks. 

The currency reform resulted in the 
conversion of 119 billion reichsmarks. 
The initial 40-mark per capita allocation 
put 1.9 billion deutsche marks in circula- 
tion, and the second instalment paid out 
another goo million in August and early 
September. Business firms received 480 
million marks for pay-roll purposes, gov- 
ernmental authorities book credits of 2.7 
billion deutsche marks, and the three 
military governments 772 million. The 
gradual conversion of bank deposits, 
spread over the entire second half of the 
year, yielding approximately 4.9 billion 
deutsche marks in free deposits, and the 
release of 30 per cent of blocked balances 
in October, 1948, provided 1.5 billion ad- 
ditional marks. The total money supply 
at the end of February, 1949, amounted 
to 18.6 billion marks, consisting of 6.2 
billion marks of currency and 12.4 billion 
of deposits in the financial institutions." 


THE DECONTROL OF THE ECONOMY 


Concurrently with this reduction of 
the money supply, the German authori- 


_ "Bank deposits as of February 28, 1949, con- 
sisted of 3.8 billion deutsche marks belonging to 
public agencies and 8.6 billion to other creditors. 
Interbank deposits are not included in these figures. 


ties in the Anglo-American zone em- 
barked upon a policy of decontrol in 
broad sectors of the economy. On the day 
of the promulgation of the first currency 
reform law, the German Bizonal Eco- 
nomic Council adopted, against ~ the 
strong opposition of its Social Democrat- 
ic members, an ordinance authorizing its 
Department for Economics to cancel 
maximum price regulations, explicitly 
stating that economic controls should be 
removed. This ordinance opened the road 
for a vigorous policy of re-creating a free- 
market economy. In June, July, and 
August, directive followed directive re- 
moving price, allocation, and rationing 
regulations.” Practically all manufac- 
tured goods, as well as vegetables, fruit, 
and eggs, were freed of all controls. Price 
ceilings were maintained for a limited 
number of basic foods and rents and for 
some basic materials, such as coal, steel, 
and certain metals and chemicals. But 
the prices of some of these goods were 
substantially increased, and many of the 
remaining controls were no longer effec- 
tively enforced. Clothing and footwear 
were freed of price control but remained 
subject to rationing. 


STRENGTHENING OF THE CREDIT MECHANISM 


The monetary legislation contained a 
large number of regulations completely 
revamping the financial structure of the 
German credit institutions, in order that 
they might perform their assigned role in 
the recovery of western Germany’s eco- 
nomic life.*7 On June 20, 1948, the Sec- 

*%©Cf. Monthly Report of the Military Governor, 
Office of Military Government for Germany (U.S.), 
June, July, August, 1948. 

'? For a detailed description of the monetary 
reform legislation cf. S. Schattman, ‘““‘The German 
Currency Reforms,” Banker (London), August, 
1948; Federal Reserve Bank of New York, Monthly 
Review of Credit and Business Conditions, Septem- 
ber, 1948. 








ond Law for the Reform of the German 
Currency was promulgated, appointing 
the Bank Deutscher Lander, western 
Germany’s new central bank, as the sole 
agency for the issue of deutsche marks 
and setting a ceiling of to billion marks 
on the amount to be issued."* The Third 
Reform Law described above and supple- 
mentary regulations issued under this 
law provided the banks with ample 
deutsche mark reserves, directed them to 
write off their worthless government 
bond holdings, and assigned each bank 
interest-bearing and discountable equali- 
zation claims on the public authorities in 
an amount adequate to bring the total 
assets of each bank up to its liabilities, 
which were to include a new capital ac- 
count equal to 5 per cent of its deposits. 
Moreover, in order to make borrowing 
from the banks more difficult and there- 
by to force business to dishoard inven- 
tories if it wished to acquire liquid bal- 
ances, financial institutions, during the 
first six weeks after the reform, were pro- 
hibited from lending money except on 
two-name commercial bills or on bank- 
indorsed one-name bills. 


THE REDUCTION OF TAXES 


With a view to removing the disincen- 
tive effects of the very heavy taxes im- 
posed in 1946 by the Allied Control 
Council in June, 1948, the three western 
military governments substantially re- 
duced several direct taxes. The reduction 
in income taxes averaged 33} per cent, 
and property taxes were reduced to 0.75 
per cent per annum as compared with a 
previous range of 13 to 2} per cent. Cor- 
poration taxes were changed from 35-65 
per cent to a flat so per cent. 


*8 If approved by at least three-quarters of the 
board of the bank and of not less than six Lander 
governments, this maximum may be raised by 
another 1 billion deutsche marks. 
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THE EQUALIZATION OF LOSSES 


The final step of the monetary reform 
was to be a series of measures for the pur- 
pose of equalizing the losses from the war 
and its consequences, as well as from the 
monetary reform. The legislation on this 
issue has not yet (May, 1949) been com- 
pleted, but it has been announced that 
the principal source of funds for this pur- 
pose will be a capital and capital-incre- 
ment levy. Meanwhile, on December 2, 
1948, a law was adopted by the Bizonal 
Economic Administration providing for 
advance payments to be made against 
these levies into a fund, out of which 
benefits are to be paid to refugees, per- 
sons who suffered property losses as a re- 
sult of the war or persecution by the 
Nazi government, and those who lost 
their sole means of support through the 
monetary reform. 


THE BASIC DESIGN OF THE MONETARY 
REFORM 

The basic design of western Germany’s 
monetary reform has now become fully 
apparent. The program was built on the 
assumption that confidence in the new 
deutsche mark depended, in the first 
place, on its immediate usefulness as an 
effective medium for acquiring essentials. 
To this end, credit was made very scarce 
during the first six weeks following the 
reform, thereby inducing holders of 
goods to dishoard on a large scale. Fear- 
ing deflationary disturbances, the au- 
thors of the reform provided for very 
generous currency allocations to individ- 
uals and ample cash reserves to govern- 
ment agencies and the banking system. 
Over and above the initial per capita 
cash allocation to the public, which sub- 
sequently turned out to be excessive, the 
dissavings potential was compressed to a 
small volume, in order that liquid bal- 
ances would no longer compete with cur- 
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rent income to any important extent for 
the current supply of goods. To create 
favorable conditions for the liquidation 
of the hoards held by manufacturers and 
traders and to re-establish incentives for 
production and work, a large number, 
though by no means all, of the more re- 
pressive price and rationing controls were 
lifted; and income taxes were sharply re- 
duced. Finally, for reasons of social equi- 
ty, owners of tangible property were sub- 
jected to special taxes to equalize the 
financial burdens of the war and the post- 
war period. 


MONETARY REFORM IN THE SOVIET ZONE 


The currency reform executed under 
Soviet sponsorship in eastern Germany 
resembled in some respects that enacted 
in the western zones, but there were also 
basic differences. The most significant 
distinction was less in technical details 
than in the ultimate objectives of the two 
reforms. While in western Germany the 
cardinal purpose was to create an envi- 
ronment in which a free-market economy 
could successfully function, the Soviet- 
sponsored reform had exactly the oppo- 
site objective: it was to facilitate eco- 
nomic planning and the enforcement of 
controls. The Soviet military administra- 
tion thought that it could achieve these 
objectives with a much smaller contrac- 
tion of the money supply than was con- 
sidered wise in the western zones. The 
initial per capita quota!in the east ex- 
ceeded that of the western zones by 10 
marks, but this allowance was not 
charged against bank deposits. More- 
over, savings deposits in the Soviet zone 
were converted on a preferential basis of 
I to 1 for the first 100 marks and 5 to 1 
for the next goo marks, while for amounts 
in excess of 1,000 marks the ratio was 10 
to 1. Finally, the holders of the largest 
cash balances in the Soviet zone, such as 


the public credit institutions and other 
public-owned enterprises as well as the 
Soviet-owned trusts, could convert their 
funds on even terms. Since these meas- 
ures did not appreciably reduce the pres- 
sure of the excess money supply on the 
existing controls, the eastern German 
authorities decided upon further contrac- 
tion. In July, 1948, all outstanding cur- 
rency was replaced by new notes, but 
many holders of large-denomination bills 
were penalized by the confiscation of 
these notes as counterfeits. This conver- 
sion also called for the compulsory de- 
posit of bank-note holdings above a mod- 
erate amount in temporarily blocked sav- 
ings-bank deposits, a measure that effec- 
tively reduced the money supply held in 
the form of currency. 


THE IMPACT OF THE REFORM IN 
WESTERN GERMANY 
THE RISE IN REAL INCOME 

The short-term objectives of the re- 
form in western Germany were quickly 
achieved. Once the new deutsche mark 
had made its appearance and price and 
rationing restrictions on manufactured 
goods had been lifted, holders of inven- 
tories were willing to switch from real 
into monetary assets. Very large supplies 
of consumer goods, many of which had 
not been seen in legal outlets for years, 
suddenly became freely available at both 
wholesale and retail levels. These sup- 
plies were quickly snapped up by a public 
well provided with cash because of the 
excessive currency allocation and only 
too eager to replenish its depleted hold- 
ings of scarce goods. While on this buying 
spree, consumers were entirely unaware 
that the initial cash allocation was to be 
charged against their bank deposits. This 
fact was not revealed until the Third 
Law of the Currency Reform had been is- 
sued on June 26, and even then people 
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were slow to grasp the full impact of this 
particular feature of the law. The first 
phase of the reform in western Germany 
was thus a period of large-scale dissaving 
by consumers out of the remainder of 
their liquid reserves and of large-scale 
dishoarding of goods by business. The 
bulk of the liquid savings of consumers 
was soon in the hands of merchants and 
manufacturers of consumption goods; 
and after, the second instalment of the 
initial allocation was spent by the public 
in September, most consumers were en- 
tirely dependent on their current income 
for their expenditures. 

Contrary to widespread expectations, 
the western German economy readjusted 
itself to the monetary deflation without 
any major disturbances. The anticipated 
repercussions, such as a wave of bank- 
ruptcies and large-scale unemployment, 
did not materialize. In fact, the number 
of people gainfully occupied in the Bi- 
zonal area increased somewhat during 
the second half of 1948. Cancellations of 
orders occurred immediately after the re- 
form, particularly in the heavy indus- 
tries; but this quickly came to a halt as 
investment activity revived. 

The primary impact of the cut in the 
money supply and of the removal of price 
and allocation controls of manufactured 
goods was strongly expansionist. Practi- 
cally all production indices showed im- 
pressive increases, even if one allows for 
the fact that manufacturers prior to the 
reform, in order to conceal their illegal 
transactions, had tended to understate 
their output in their reports to the au- 
thorities. Many industries established 
postwar production records in the latter 
days of June and even higher peaks in 
July. The Bizonal industrial index, which 
had stood at 51 (1936 = 100) in March, 
1948, reached 70 in September and 78 in 
December, 1948—an increase of more 
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than so per cent in nine months. Output 
and trade again flowed through normal 
channels. Manpower productivity rose 
sharply, and absenteeism dropped very 
substantially. While the entrepreneurial 
element was the main beneficiary of the 
rapid transition from a regimented to a 
free-market economy and secured by far 
the largest share of the increase in the na- 
tional product in the second half of 1948, 
the average consumer was also consider- 
ably better off. The recovery of morale 
was as remarkable as the upturn of the 
industrial economy. An atmosphere of 
confidence replaced the drabness and 
misery that had characterized German 
economic life during the first three years 
after the war. 


THE RE-EMERGENCE OF INFLATIONARY 
PRESSURE 


Notwithstanding the great contraction 
of liquid reserves held by the public and 
the rapid rise of industrial output, the 
mark was again in trouble less than three 
months after the adoption of the reform 
program. The strong demand for con- 
sumer goods failed to slacken to any ap- 
preciable extent, even after the initial al- 
location of currency had long been ab- 
sorbed by the economy. By October, 
1948, price increases had assumed alarm- 
ing proportions, and some of the mone- 
tary disorders of the precurrency-reform 
period reappeared, such as the hoarding 
of goods by producers and traders. The 
black market, which had been virtually 
wiped out by the reform, was given a new 
lease on life, and barter transactions 
again became common. 

Table 1 shows price increases for basic 
materials in the Bizone’® but does not re- 
flect the much more pronounced ad- 
vances in black markets for food that oc- 


19 Industrie Kurier, January 7, 1949. 
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curred during the July-November pe- 
riod. 

The persistent strength of demand in 
broad sectors of the economy and the 
rapid rise in the price level can best be 
explained in terms of a succession of 
events that led off with the refusal of con- 
sumers to resume savings and culminated 
in an investment boom at a time when 
the Marshall Plan aid had not yet ar- 
rived in volume. The emergence of this 
investment boom was facilitated by the 
very liberal allocations of reserves to the 
banking system and the comfortable 
liquidity position of some business sec- 
tors. 

a) The propensity to save.—In view of 
the sharp decline in the liquid reserves 
held by consumers, perhaps it was not 
unreasonable to anticipate at least a 
moderate desire on the part of the public 
to rebuild its depleted savings deposits. 
But any such desire was conspicuously 
absent during the second half of 1948; 
and, as far as can be made out on the ba- 
sis of the available statistics, withdrawals 
from the residual of savings balances that 
had survived the currency reform exceed- 
ed new deposits. Apparently, the public 
consumed to the limit of its income; and 
personal savings remained a negative 
quantity, even after the buying spree fol- 
lowing the reform had come to an end. 
The explanation for this phenomenon, of 
course, lies in the fact that the millions of 
consumers who had lost all sorts of ar- 
ticles through bombing or displacement 
and who had had few opportunities to ac- 
quire manufactured articles prior to the 
reform were in no mood to defer pur- 
chases, once goods were available at re- 
tail. The high profits of the postcurrency- 
reform boom also gave rise to much con- 
spicuous consumption of luxury products 
among the nouveaux riches. 

b) Investment expenditures —The in- 
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tense consumer demand generated, in 
the summer and fall of 1948, a buoyant 
atmosphere of business confidence in the 
western German economy and induced a 
very high rate of investment expendi- 
tures. Manufacturers and dealers in the 
consumption-goods sectors were quick to 
replenish their inventories and to re- 
spend their deutsche mark profits on the 
repair and reconstruction of their busi- 
ness buildings and on the replacement of 
their obsolete and worn-out equipment. 
Some incipient signs of deflationary dis- 
turbances in the first few weeks following 
the reform, precipitated by cancellations 
of orders on the part of primary and 


TABLE 1 


PRICE INCREASES 
(1938 = 100) 








Industrial 
Materials 


Agricultural 
Items 





158.7 
179-3 
209.9 
215.3 


123.0 
127.2 
132.2 
154.4 











capital-goods industries, quickly disap- 
peared as the new money flow spread 
through the whole economy. 

The high rate of business investment 
was sustained by the extraordinary li- 
quidity of producers and distributors of 
consumer goods. This liquidity. was due 
to the fact that the major portion of the 
new money supply had reached the in- 
come stream via a sudden spurt of con- 
sumer spending rather than through 
business expenditures financed by the 
banking system.”® This unorthodox pro- 
cedure of supplying the economy with 
funds served, as was pointed out before, 
to generate consumer confidence in the 
new mark. But its longer-term effects 
were less fortunate because the resulting 


2° Von Nell-Breuning, op. cit. 
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business liquidity induced uneconomic 
and unessential investments and made a 
broad sector of the economy entirely im- 
mune to changes in the cost and availa- 
bility of credit. When the monetary 
authorities attempted to bring credit 
controls into play toward the end of the 
year, they found many lines of business, 
expecially those close to ultimate con- 
sumers, beyond the reach of their re- 
strictive measures. In other sectors of the 
economy business firms, in order to ac- 
quire additional working capital, bor- 
rowed heavily from the banks which were 
also in a highly liquid position, partly as 
a result of the generous allocation to 
them of reserves with the central banking 
system and partly as a result of the influx 
of funds spent by government agencies 
and the occupation powers out of their 
initial cash allowance. 

c) The government budget.—During the 
first two or three months following the 
monetary reform, the state governments 
and other public authorities drew heavily 
on their cash balances with the central 
banking system in order to finance their 
current expenditures. But toward the 
end of 1948, governmental budgets were 
in equilibrium, and some state govern- 
ments were actually accumulating a cash 
surplus.” On balance, therefore, the fi- 
nancial operations of the state govern- 
ments during the second half of 1948 do 
not appear to have exerted either infla- 
tionary or deflationary pressure. 

d) The foreign balance.—The architects 
of the monetary reform had realized that 
prospective investment expenditures, 
even if on the low side, were unlikely to 
be counterbalanced by an adequate vol- 
ume of personal savings. Their hopes for 
the early achievement of a financial equi- 
librium had rested primarily on a sub- 

*Cf. “Die Finanzen der Linder in West- 
deutschland,” Neue Ztircher Zeitung, December 21, 
1948. 
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stantial increase in the net inflow of 
goods from abroad as a result of Marshall 
Plan deliveries. These deliveries were 
also expected to break production bottle- 
necks and thus to accelerate the hoped- 
for rise in manufacturing output. The ad- 
vent of an investment boom at a time 
when personal savings were probably a 
negative figure gave added importance to 
a large import surplus. 

The implementation of the Marshall 
Plan in Germany came too late, however, 
to make a decisive contribution to the 
achievement of monetary stability dur- 
ing the initial phase of postcurrency re- 
form. By the end of November, the Bi- 
zone had received ECA-financed imports 
—almost all food—to the extent of only 
$69 million. It is true that noncommer- 
cial imports financed by the Department 
of the Army expanded substantially after 
the monetary reform; but for a variety of 
reasons, notably the diversion of some of 
these imports into stocks and the in- 
crease in exports, no contractionist im- 
pact of consequence arose from the for- 
eign transactions of the Bizone during 
the second half of 1948.” The deflation- 
ary effects of the import surplus were 
also diluted by the release of counterpart 
funds resulting from Department of the 
Army aid. These funds were made avail- 
able for the subsidization of exports and 
for the financing of food and other sup- 
plies for Berlin.” 

e) Speculative hoarding.—The prevail- 
ing inflationary tendencies and the gener- 
al tightness of supplies were further ac- 
centuated by the reappearance of wide- 
spread hoarding on the part of manufac- 
turers and distributors. Apart from opti- 
mistic price expectations, the withhold- 
ing of goods from the market was moti- 

=Bank Deutscher Lander, Monatsbericht sur 
W irtschaftslage, December 20, 1948. 

3 Zeitschrift fiir das gesamte Kreditwesen, 2. 
Jahrgang, Heft 7 (April 1, 1949). 
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vated by the fear that the then impending 
legislation for the equalization of burdens 
would impose heavy taxes on postcur- 
rency-reform turnover and profits. The 
increased resort in the fall of 1948 to 
compensation trade was a reflection of 
the desire of the business community to 
hold onto real assets. The revived dis- 
trust in cash holdings produced a strong 
demand for valuables, particularly those 
that could be easily concealed from the 
tax collector. 

Farmers began again to sell a large 
part of their output in black markets, 
and the Bizone authorities were unable 
to force them to make good their food- 
delivery quotas. In November, 1948, it 
was estimated that 25 per cent of the 
grain quota had been diverted to the 
black market; and, of 205,000 tons of 
flour due from farmers by November rs, 
1948, only 110,000 tons had been deliv- 
ered to the authorities. 

f) Pressures on the cost side.—Follow- 
ing the monetary reform, the price level 
had to adjust itself to numerous cost-in- 
duced pressures, including (1) the higher 
costs for basic materials, notably coal 
and iron, which were no longer subsi- 
dized; (2) the rise in prices for imported 
industrial goods which were freed from 
ceiling prices after the reform and were 
sold at world-market prices converted on 
the basis of 1 deutsche mark equaling 30 
cents;4 and (3) wage increases that fol- 
lowed the lifting on October 25, 1948, of 
the wage stop which had been in force, 
with only minor modifications, since 1938. 


THE REVERSAL OF THE INFLATIONARY 
PROCESS 

In the fall of 1948 the issue of decontrol 

and rising prices broadened to the pro- 

portions of a major political conflict in 

“Cf. Willi Schmidt, ‘Warum die Preise Stie- 

gen?” Zeitschrift fiir das gesamte Kreditwesen, 1. 
Jahrgang, Heft 5 (October 1, 1948). 
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the German Bizonal Economic Council 
between the adherents of a centralized 
direction of the German economy and 
those who preferred to rely on the market 
mechanism, with the latter successfully 
resisting attempts of the opposition to 
reintroduce controls on industrial prices. 
However, a strong counterattack on the 
remaining agricultural price and distri- 
bution controls launched in November, 
1948, also met with defeat. Apart from 
rather weak attempts to combat profit- 
eering and a somewhat more successful 
program for the production of low-priced 
utility goods, modeled after a similar 
system in Britain and supported by busi- 
ness and the trade-unions, the sole weap- 
on of the German authorities against the 
spending boom was credit restrictions. 
During the early postcurrency-reform 
period the monetary authorities were 
practically powerless to influence busi- 
ness and credit conditions because of the 
comfortable liquidity position of both 
banks and many business branches. 
Gradually, however, the authority of the 
central banking system began to reassert 
itself. 

Early in November, the Bank Deutsch- 
er Lander issued a directive request- 
ing member-banks to hold aggregate 
bank credit outstanding to the volume of 
October 31. A second restrictive measure 
of western Germany’s central bank was 
a limitation of the rediscount privileges 
of the banking system. On December 1 
the legal reserve requirements against de- 
mand deposits for banks in localities 
where Land central banks were operating 
were raised from 10 to 15 per cent. 

The credit restrictions, the high tax 
payments in relation to the prevailing 
rate of government expenditures, the 
hoarding of illegal business profits, and 
the revival of savings among high-income 
groups induced at the end of last year a 
distinct slackening of inflationary pres- 
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sures. Early in 1949, black-market quo- 
tations as well as prices in free markets 
for nonessentials dropped considerably. 
In many lines of business, supplies 
proved to be adequate, if not excessive, 
at the prevailing level of sales. A buyers’ 
strike became noticeable in some fields, 
as incipient price declines tended to cre- 
ate expectations of even lower prices. 
There occurred a precipitous drop in 
sales of semiluxuries, as the demand for 
nonessentials flagged. Other symptoms of 
the turn of events were increased bank- 
ruptcies and wholesale cancellations of 
orders for both consumer and capital 
goods. In the absence of long-term credit 
facilities, investment activity slackened, 
and, by the middle of March, 1949, un- 
employment in the Bizone represented 
about 9 per cent of the wage-earning la- 
bor force. In view of the fact that the 
postcurrency-reform boom had spent it- 
self, some of the credit restrictions of No- 
vember, 1948, were accordingly lifted. 


SOME CRITICAL OBSERVATIONS 


The monetary disturbances that pre- 
vented some of the beneficial effects of 
the reform gave rise to much criticism 
both in military government circles and 
in German quarters. In the opinion of 
many observers the overly generous ini- 
tial currency allocation reflected a lack 
of appreciation of the dissavings propen- 
sities of the public. For the same reason 
much criticism was leveled at the un- 
freezing in October, 1948, of 20 per cent 
of that part of the deutsche mark depos- 
its that had been blocked. The simul- 
taneous cancellation of 70 per cent of 
these funds was considered equally un- 
fortunate, since, on the basis of the re- 
form legislation, the public had every 
reason to believe that these funds would 
be released from blocking, once the econ- 


omy had achieved a stable monetary po- 
sition.’ 

Much unfavorable comment centered 
on the fact that the allocation of sizable 
reserves to the banks deprived the mone- 
tary authorities of effective control over 
the volume of credit. It was widely felt 
among Allied and German financial ex- 
perts that the authors of the reform had 
been too much concerned with providing 
ample liquidity to the banks, business, 
and the public authorities and too little 
with the inflationary tendencies inherent 
in the German economy, with its low real 
income and large investment needs. 

For reasons of social equity, some ob- 
servers attacked the clause of the law 
under which the per capita cash quota 
was counted as part of the 1 to 10 conver- 
sion, which hit small savers with particu- 
lar force. A lower per capita quota and 
greater use of the blocking device, these 
observers argued, might have permitted 
the retention of a higher ratio of the 
small savings of the lower-income groups. 

Since the delay in legislation for the 
equalization of burdens gave rise to a 
wave of clandestine operations and unde- 
sirable speculative activities, the ques- 
tion was raised whether it would not 
have been more advisable to enact the 
equalization law simultaneously with the 
adoption of the reform legislation—an 
approach that had been favored in many 
quarters. 

Most of the criticism, however, cen- 
tered on the precipitate decontrol of the 
industrial economy and distribution, de- 
spite the obviously beneficial effects on 
the availability of goods. Resentment 
among the lower-income groups was in- 
tense when they discovered, immediately 
after the reform, how large a quantity of 

25 Cf. Victor Wrede, ‘“‘Schattenseiten der Geld- 
a: W irtschaftszeitung, No. 58 (December 11, 
1948). 
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goods manufacturers and middlemen had 
been permitted, first, to withhold from 
the market and then to sell at rising 
prices. The trade-unions gave vent to 
their discontent in a large number of 
street demonstrations and in strong de- 
mands for the reintroduction of price 
controls and finally in a Bizone-wide pro- 
test strike on November 12, 1948. 

Even in quarters more alive than the 
trade-unions to the disincentive effects 
and other shortcomings of price, alloca- 
tion, and rationing regulations, it was 
felt that the wholesale dismantling of 
controls of manufactured goods was un- 
wise in an economy that in many respects 
was still decidedly unbalanced and high- 
ly susceptible to both inflationary and 
deflationary pressures. Some critics at- 
tacked this policy primarily on the 
ground that it left the economy defense- 
less against violent fluctuations of de- 
mand; while others, particularly in Brit- 
ish military government circles, objected 
to the poor allocation of resources and 
the conspicuous consumption of nones- 
sentials resulting from the spending of 
the “windfall profits” of the currency re- 
form and its aftermath.” Ostentatious 
luxury spending by tax-evaders and 
others who took advantage of the many 
opportunities for illegal enrichment con- 
tributed considerably to the prevailing 
social tensions. 


CONCLUSION 


Western Germany’s monetary reform 
furnished ample proof of the bracing ef- 
fects on an economy of the reduction in 
excess liquidity and the elimination of 
physical controls that cannot be en- 
forced, if, indeed, such proof were still 
_*Cf. statement by Major-General W. H. A. 
Bishop, British regional commissioner for North 
Rhine-Westphalia, on luxury building, pleasure 
driving, etc., reported in the London Times, Janu- 
ary 22, 1949. 
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needed. But the reform also demonstrat- 
ed all too clearly that the re-establish- 
ment of a free market—even in a limited 
field—in an economy of shortages tends 
to bring about undesirable and unjust 
changes in income distribution and to di- 
rect investments into unessential proj- 
ects. And it showed also that, under con- 
ditions of general scarcity with a large 
pent-up demand, even a very drastic con- 
traction of liquid reserves previously ac- 
cumulated by the public does little, if 
anything, to produce a savings-expendi- 
ture pattern conducive to the mainte- 
nance of financial equilibrium. 

The problem of future monetary sta- 
bility in western Germany is, of course, 
intimately connected with the pace of 
reconstruction of the area under the 
European Recovery Program. According 
to the plans submitted by the American 
and British military governments to the 
Office for European Economic Coopera- 
tion, the Bizone is to achieve by 1952-53 
a gross national product of about 105 per 
cent of 1936, as compared with 75 per 
cent in the summer of 1948.*7 Since in- 
vestments needed for the repair and re- 
placement of the area’s woefully inade- 
quate capital equipment are to run at the 
rate of 20 per cent of the annual gross na- 
tional product, living standards by 1952- 
53 are scheduled to rise by no more than 
10 per cent above the 1948 level. The vol- 
ume of exports, which in the winter of 
1948-49 were running at an annual rate 
of $800 million is to increase to almost 
$3 billion. Western Germany is thus ex- 
pected under the Marshall Plan simul- 
taneously to close her large balance-of- 
payments gap, raise her living standards, 
and re-equip her industry. 


27 Office of United States Military Government 
for Germany and Control Commission for Germany 
(British Element), The European Recovery Program 
(September, 1948). 





292 


The Bizonal authorities appear to be- 
lieve that this can be done by providing 
generous aid during the early period of 
the European Recovery Program. If 
their targets are reached as scheduled 
and the human and material resources of 
the area are fully employed, the Bizone 
is not expected to need further American 
balance-of-payments assistance after 
1952. 

Whether these optimistic expectations 
are built on solid ground cannot be an- 
swered at this early phase of the pro- 
gram. It would appear, however, that, 
once foreign aid is substantially reduced 
and investment expenditures have to be 
increasingly financed out of domestic re- 
sources, monetary equilibrium will call 
for much higher savings and tax revenues 
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than appear likely at this moment. There 
is every reason to doubt whether it will 
be possible to hold consumption to the 
austerity levels envisaged in the targets 
set for the European Recovery Program 
in the absence of the physical controls of 
the premonetary-reform period. On the 
contrary, so long as severe shortages con- 
tinue to prevail in the western German 
economy, trade-union pressure for a sub- 
stantially greater share in the national 
output will surely mount. It is thus ap- 
parent that the maintenance of monetary 
stability will call for much wisdom and 
financial statesmanship and that the 
gains so far achieved can be preserved 
only by continual vigilance. 
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PUBLIC WORKS AND ECONOMIC STABILITY 


JULIUS MARGOLIS 


I 


NCREASED expenditure on _ public 
| works has been one of the common- 
est measures used by governments to 
counteract seasonal, cyclical, and secular 
unemployment. Most countries now 
place great reliance upon some variant of 
public works programming to minimize 
the severities of the business cycle.* This 
paper will examine one aspect of the ef- 
ficacy claimed for that policy as it is cur- 
rently conceived. 

Estimates will be made of the order of 
stability or instability which a counter- 
cyclical programming of public works 
would have created in the consumption 
of construction materials if it had been 
adopted for the two decades 1920-40. 
Since most of the dollars spent on public 
works go for materials, this study will 
establish one important criterion by 
which to judge the effectiveness of this 
policy or to serve as a standard for its 
improvement. It will be shown that the 
traditional policy of varying government 
expenditures on public works to com- 
pensate for declines and booms in private 
construction, which does not consider the 
materials required in these projects, fails 
to provide stability in some areas of the 
economy and may actually create insta- 
bility in others so long as the types of 
projects undertaken by private and pub- 
lic agents continue to differ. 

The error of the proponents of a coun- 
tercyclical public works policy, whose 

"See Benjamin Higgins, Public Investment and 
Full Employment (Montreal: International Labor 


Office, 1946), for a description of the practices and 
plans of many nations. 


criteria for programming are the desired 
magnitude of construction and the social 
utility of the projects, arises from their 
implicit assumption of the homogeneity 
of construction—that one dollar spent 
by the government on roads, for example, 
has the same economic effects as a dollar 
spent by a private consumer on resi- 
dential housing. Instead, the differences 
are great enough to cause the program to 
create effects contrary to those intended. 
Effective planning obviously involves 
the evaluation of all the consequences at- 
tributable to a set of acts. 

The expenditures of the government 
are not blind insertions of purchasing 
power into an impersonal economic ma- 
chine. The outlays of each budget cate- 
gory are directed to specific industries, 
sections of the country, types of firms, 
income levels, and the like.* Not only do 
particular expenditures have different 
impacts but they significantly vary from 
the spending of most private economic 
units. The sole reliance on national in- 
come accounting to evaluate the eco- 
nomic role of the government will gen- 
erally prove inadequate and often lead to 
false conclusions. 

*An example of the refusal to distinguish the 
economic effects of different categories of expendi- 
tures is the following statement of Thomas Wilson: 
“‘When trade is declining however, it should be a 
simple matter to increase expenditures at once. 
It may not be possible to start work on such public 
work projects as the clearance of slums for a couple 
of months—although detailed programmes should 
be worked out in advance and kept at hand—but 
old-age pensions can be doubled and family allow- 
ances increased overnight with precisely the same 
results” (Fluctuations in Income and Employment 
{London: Pitman & Sons, 1943], p. 196 [italics 
added)). 
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The current emphasis in analysis is to 
arrange the budget to show the relation- 
ships between government receipts and 
expenditures and the items of the nation- 
al accounts. It suggests a classification 
by economic character which would dif- 
ferentiate the following types of expendi- 
tures: “purchases of existing assets, lend- 
ing operations, subsidizations of current 
output, wage and salary payments, pur- 
chases of current output (durable and 
nondurable), and transfer payments.’’ 
The burial of too much of the raw mate- 
rial of government operations in these 
categories seriously restricts the scope of 
analysis. 

This paper, though directed to an eval- 
uation of a countercyclical public works 
program, will inferentially demonstrate 
the necessity of adding supplementary 
statements to the budget in order to 
show the effects of government opera- 
tions on the allocation of resources, dis- 
tribution of income, and level of output. 


II 


Three general policies are associated 
with countercyclical public works plan- 
ning: 

1. The most modest of all proposals is 
the simple retiming of public works ex- 
penditures. No change in the volume of 


3 Jesse V. Burkhead, ‘“‘Budget Classification 
and Fiscal Policy,” Public Administration Review, 
autumn, 1947, Pp. 235. Copeland’s classification 
conforms to this scheme with additional break- 
downs. His categories are: (a) pay roll, regular (in- 
cluding military pay and allowances); (b) pay roll, 
relief works; (c) interest paid to public; (d) con- 
tract construction costs; (¢) rent (post offices and 
other field services); (f) purchases of goods and 
services, n.e.c.; (g) tax refunds; (4) unemployment 
compensation benefits; (¢) other insurance bene- 
fits; (7) aids and contributions; (&) public assistance; 
(1) veterans’ bonus and pensions; (m) farm benefits; 
(m) other subsidies paid in cash; and (0) grants-in- 
aid to state and local governments (Morris A. 
Copeland, Concerning a New Federal Financial 
Statement (National Bureau of Economic Research 
Tech. Paper 5 (New York, December, 1947)], pp. 


4-5). 
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construction is suggested; the only rec- 

ommendation is the postponement of 

spending from the prosperity to the de- 
pression period. 

2. The program most commonly es- 
poused in the mid-thirties was the 
splurge of all sorts of spending in the 
hope that this flow of funds would prime 
the pump. At least this promised to in- 
crease employment on the site, in the 
construction materials plants, and 
throughout the nation by multiplier ef- 
fects. 

3. A third set of proposals is based on 
the secular stagnation thesis. This policy 
envisages a high and stable level of gov- 
ernment expenditures designed to expand 
the sectors of the economy most sensitive 
to the chronic lack of profits. 

This paper will discuss the first policy 
and its variants. It was the dominant 
recommendation for public works pro- 
gramming in the twenties and has recent- 
ly come back into prominence. Today it 
usually takes the form of a program to 
stabilize the construction industry. The 
rationale of the program has been most 
adequately stated by Miles Colean: 

The violence of the construction cycle has 
caused serious interruptions in building activity, 
created tragic unemployment of construction 
and allied workers, and impeded technological 
advancement. It has repeatedly imperiled a 
huge part of the nation’s investment and has 
added to the intensity of booms and depres- 
sions in general business. It may, therefore, 
be argued that, by diminishing the violence 
of the construction cycle and by assuring 
confidence in the continuity of construction 
operations, we might expect: 

1. To develop an industry that could provide 
a steady source of employment and invest- 
ment and serve in a more complete and bal- 
anced way the construction needs of the 
nation; and 

. To neutralize construction as a factor in the 
general economic cycle. 

While not preventing booms or depressions, we 

might thus be able to transform an element that 





PUBLIC WORKS AND ECONOMIC STABILITY 


has aggravated their impact into one that 
would promote a more even flow of general 
business activity.‘ 


Colean’s goals are more restricted than 
those of the original formulators of coun- 
tercyclical programming who had ex- 
pected to eliminate the business cycle 
completely by its use. The limited tasks 
assigned to the policy stem from the in- 
herent difficulties in the use of public 
works to buoy up the entire economy. 
Beardsley Ruml, a proponent of public 
works to stabilize the construction indus- 
try, expresses this viewpoint very clear- 
ly: 

The experience of the 1930’s with public 
works taught us many things. First of all, it 
taught us that the scale on which public works 
must be pressed in order to do any substantial 
good in a period of unemployment is vastly 
greater than we had been led to believe. Indeed, 
it is so vast that the use of public works as a 
means of stabilizing the whole economy through 
the phases of the business cycle must be aban- 
doned. The most we should expect—and this is 
no small gain—is that we may be able with 
public works and conservation to stabilize the 
construction industry itself, so that it would 
have a more even level of activity throughout 
the year and over the years. 

In addition to magnitude and administra- 
tive difficulties, there is another reason for 
abandoning the idea of using public works as a 
general cure-all for business cycles. This other 
reason is the human undesirability of bringing 
hundreds of thousands of men into the con- 
struction industry and forcing them out again 
as an offset to the free play of economic forces 
elsewhere in the business system. These men 
are not statistical units which can be properly 
moved from one column of an accounting sheet 
to another in order to preserve a balanced level 
of employment. Nor can they be shifted long 
distances from their homes to places and at 
times convenient to the business cycle.s 


‘Miles L. Colean, Stabilising the Construction 
Industry (“Planning Pamphlet,” No. 41 [Washing- 
ton, D.C.: National Planning Association, Febru- 
ary, 1945]), p. 3. 

\SSpeech before the Chicago Building Congress, 
March 20, 1945, “Public Works and Construction 
after the War,” pp. 4-5. (Mimeographed.) 
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Ruml is justifiably wary of the dis- 
ruptive effects of using public works as a 
“‘general cure-all for business cycles.” 
But he should have extended the same 
criticism to his own program. Reclama- 
tion projects, roads, or harbor improve- 
ments will not utilize the same labor 
force, contractors, or materials as resi- 
dential construction or commercial build- 
ings. The attempts to stabilize the con- 
struction industry through offsetting 
movements of public works will create, 
though on a less onerous scale, the same 
disturbances which he says will result 
from relying upon public works to elim- 
inate the general business cycle. Of 
course, the greater the degree to which 
the stabilization goal is achieved through 
such measures as the easing of mortgage 
credit, the rationalization of the building 
material industries, etc., the less will be 
the reliance which must be placed upon 
public works and, consequently, the less 
the disruptive effects of varying public 
construction. The dislocations could also 
be reduced by a conscious selection of 
projects to avoid harmful repercussions 
on the rest of the economy. However, the 
current attitude is to disregard eco- 
nomic effects, except for their timing 
flexibility, as criteria in the choice of 
projects.® 

6 “*Cyclical consideration should be a criterion 
only for the timing of public works, not as a guide 
to the nature of the public works which should be 
undertaken” (Public Works Programme and Policy 
{Union of South Africa Social and Economic 
Planning Council Report,” No. 10 (Capetown, 
April 16, 1946)], p. 8). “It would appear that 
primary importance should be attached to the direct 
contribution to social welfare, secondary importance 
to the extent to which the time required for the 
project fits the expected period of unemployment, 
and only tertiary importance to the relative effects 
on income and employment” (Higgins, of. cit., p. 
131). “I believe that government expenditures pro- 
grams should be undertaken on the basis of their in- 
herent usefulness rather than their multipliereffects” 
(Arthur Smithies, “The Multiplier,” Papers and 
Proceedings of the American Economic Association, 
XXXVIII [May, 1948], 304). 
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Chart I illustrates the operations of a 
program to stabilize the construction in- 
dustry under different conditions. I have 
been guided by American experiences in 
1920-40 in selecting illustrations. Since 
public construction in the twenties and 


CHART I 


Cyctes or ToTaL CONSTRUCTION ACCOM- 
PANYING HYPOTHETICAL STABILIZING PUB- 
Lic WorKS PROGRAMS UNDER DIFFERENT 
Conpi1tTI0ns* 


Wl lone 
of 
Dollars 











° . Time 
* Assumptions underlying 


Curve A—Over the cycles public works are one- 
third of the total. Trough of private 
construction is NV. There is no public con- 
struction at the peak. 

Curve B—Same as for A except that there is a 
minimum $68,000,000 of public con- 
struction at the peak. 

Curve C—Over the cycle public works are one- 
third of the total. Trough of private 
construction is L. There is $68,000,000 
of public construction at the peak. 

Curve D—Either the same as B, except that the 
trough of private construction is M, or 
that the trough of private construction 
is below M, and no limits are set for the 
volume of public works necessary to 
stabilize total construction. 


thirties averaged about one-half of pri- 
vate construction, it is reasonable to as- 
sume that the stabilization mark for the 
construction industries as a whole is 150 
per cent of the average private construc- 
tion. 

1. The most volatile private construc- 
tion cycle which permits complete sta- 
bilization, subject to the condition that 
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the total volume of public works over the 
cycle should be equal to one-third of total 
construction, is represented by the cycle 
with a trough at JN. N is one-third of the 
peak, which is one billion dollars. Public 
construction (not illustrated) is zero at 
the peak year and rises to $667 millions 
at the trough of private construction. 
rhe sum of the two waves is represented 
by the horizontal dashed line A—a com- 
pletely stabilized level. If the low point 
of private construction is above N, com- 
plete stability is possible at a higher 
level. With a trough at M, for example, 
the resultant total construction curve is 
D. 

2. The above analysis assumed that 
public works could be completely elimi- 
nated in prosperity, which is patently 
false. If we recognize that a modest vol- 
ume of works must be undertaken in the 
peak years ($68 millions), then, if private 
construction falls to N, the stabilized 
path will follow curve B. This curve at- 
tains a decidedly cyclical wave but re- 
duces the amplitude of the cycle con- 
siderably. The effect of this constraint on 
the program is to raise the lower limit of 
the minor cycle—that which can be off- 
set by public works to result in a stabi- 
lized construction industry—to M, where 
complete stability is still possible. 

3. In the thirties the trough of private 
construction was actually 13.5 per cent of 
the peak, instead of 33 per cent as repre- 
sented by point N, so that L better rep- 
resents the extent of its decline in a ma- 
jor cycle. If we retain our assumptions as 
to the over-all ratio of public to private 
construction and the irreducible mini- 
mum of private construction, a decline in 
private construction to LZ only permits 4 
stubilization level following curve C. 
This is a marked cycle, though with a 
much smaller amplitude than in private 
construction. In the formulation of Co- 
lean, which, so far as I know, is the only 
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published study in the United States of- 
fering a model of how a program to sta- 
bilize the construction industry would 
have operated in the past, total con- 
struction in the trough is still 30 per cent 
less than the peak. 

4. To accomplish complete stabiliza- 
tion, (2) the trough of private construc- 
tion must be a greater percentage of the 
peak than public is of total construction 
or (6) the volume of public works must 
expand in a depression so that the aver- 
age relationship of public to private con- 
struction is increased over the cycle as a 
whole. Curve D could represent stabiliza- 
tion under both conditions. In the latter 
case, if private construction falls to L, 
the volume of public works at the trough 
of the depression is $932 million. Hence, 
the ratio of public to private construc- 
tion is greatly increased. 

It is clear that a public investment 
program relying solely upon timing rath- 
er than upon expanding expenditures 
cannot stabilize aggregate construction 


in a major cycle. But it will modify the 
fluctuations in total new construction, 
and this satisfies many of its proponents. 


III 


This section is principally concerned 
with how these attempts to stabilize ag- 
gregate construction affect fluctuations 
in the use of building materials. I have 
been able to find in the large literature on 
the use of public works programming 
only one essay on the question of how the 
instability, engendered in government 
demand by the attempts to hold aggre- 
gate spending constant, affects specific 
industries.’ Attention has been centered 
around the models discussed in Section 
II, where only a spurious stability is in- 
troduced. This dampened movement of 
an aggregate presents a deceptive pic- 

"A. C. Pigou, Industrial Fluctuations (ad ed.; 
London: Macmillan & Co., 1929), pp. 308-10. 


ture by hiding a wide area of instability. 
Private construction fell in 1932 to 
about one-seventh of its 1926-29 aver- 
age. Colean, in his model, counters this 
sharp movement by creating one just as 
great—by varying public works in the 
same ratio but in an opposite direction. 
This relatively more constant total would 
be beneficial if the impact of both private 
and public construction were the same. 
If construction were actually a homo- 
geneous industry with a common plant, 
TABLE 1 
REQUIREMENTS OF A MILLION DOLLARS OF PRI- 


VATE AND PUBLIC CONSTRUCTION FOR THREE 
HYPOTHETICAL MATERIALS 








VoLumE oF MATERIALS 
VoLuME oF Requirep* 
Construc- (Tons) 

TION 
(MILLIons) 


Source or Funps 





I II Ill 


$1 8 5 2 
I 2 5 8 




















_* These requirements illustrate typical construction ma- 
terials, as can be seen in Table 3. 


labor supply, and material requirements, 
substantial stability would have been in- 
troduced. But in reality there is a wide 
diversity in labor skills, contractors, and 
materials. Particularly significant for 
this program are the marked differences 
between private and public construction 
as they are now constituted. In this sec- 
tion the magnitude of cycles in the de- 
mand for building materials which are 
generated by the countercyclical pro- 
grams illustrated in Chart I will be indi- 
cated. The next section contains esti- 
mates of three cycles in construction 
materials during 1920-40 resulting from 
(a) actual new construction, (6) the mod- 
est stabilizing program of Colean, and 
(c) a public works program resulting in 
constant total new construction. 

Table 1 lists the requirements of three 
hypothetical materials of public and pri- 
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vate construction, which will be used as 
a model. 

In Table 2 the cyclical movements in 
the consumption of each of these mate- 
rials for the total ‘‘stabilized” construc- 
tion levels A, B, C, and D (as plotted on 
Chart I) are computed. As one would ex- 
pect, the cyclical movement of these 
three materials is very marked. 


plicitly accepted by the proponents of 
this policy. In a minor cycle its produc- 
tion is stable, whereas in the severe 
slump its decline is the same as in total 
construction. 

3. Material III shows an interestingly 
different prototype. Its cyclical move- 
ment under programmed conditions is 
great. Furthermore, it moves counter to 


TABLE 2 


FLUCTUATIONS IN CONSUMPTION BY THE CONSTRUCTION INDUSTRY OF THREE TYPES OF MATE- 
RIALS UNDER FOUR HYPOTHETICAL COUNTERCYCLICAL PUBLIC WORKS PROGRAMS 








STABILIZED 
CONSTRUCTION 
LEVELS oF 
Cuart I 


Source 


or Funps ’ 
Volume 


of Con- 
struction 


Materials Required 
(Tons per $1,000,000 of 
Construction) 


Trough 


Materials Required 
(Tons per $1,000,000 of 
Construction) 


Volume 
of Con- 
struction 








(Mil- 


lions) I 


(Mil- | 
lions) I Il 





(Private 
4 Public 
(Total 


$1,000 8,000 


1,000 | 8,000 
(Private 1,000 | 8,000 
Public 68 136 
Total 1,068 8,136 


(Private I ,000 
; Public 68 136 
Total 1,068 


Private I ,000 
Public 68 136 
Total 1,068 


vate construc- 
tion falling 


Line D with pri- 
to L 














8,000 a. 
8,136 ‘ 
8,000 5» 


8,136 ‘. 


1,667 
35333 
5,000 


$- 333 | 2,667 
667 | 1,333 
I ,000 4,000 


1,667 
3,000 
4,667 


333 2,667 
600 I, 200 


933 | 3,867 


1,088 680 
1,200 | 3,000 
2,288 3,680 


000 2,000 136 
340 544 600 
34° 2,544 736 


1,088 680 
1,864 4,660 
2,952 §,34° 


000 2,000 136 
34° 544 932 
340 | 2,544] 1,068 




















1. Material I follows closely the pat- 
tern of private construction, declining to 
50 per cent of its peak under the minor 
cycle illustrated by Curve A of Chart I. 
It falls to 25 per cent of the peak under 
conditions of a major depression, as in 
the thirties, with the modest stabilizing 
policy of Colean. It stands at 37 per cent 
of the peak under a program resulting in 
complete stabilization of new construc- 
tion. 

2. Material II follows the design im- 


the general business cycle. This industry 
experiences a sharp decline in sales as 
prosperity brings with it a slackening in 
government demand without a compen- 
sating rise in sales to contractors working 
on private orders. 

These are the cycles in typical mate- 
rials which we should expect to be gen- 
erated by the conjunction of the actual 
fluctuations in private building and the 
planned cycles in public works. Section 
IV traces the movements which would 
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have resulted in six actual construction 
materials of importance, if a counter- 
cyclical public works program had been 
adopted. 
IV 

The Department of Commerce has 
developed a set of estimates of material 
requirements of the major types of con- 
struction. They were initially formulated 
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not be taken as a good approximation of 
actual consumption during this period. 
The factors were specifically developed 
for 1947. Changes in prices, wage rates, 
and technology, as well as the substitu- 
tions made necessary by postwar short- 
ages, make these factors inapplicable for 
the lengthy and volatile period between 
the two wars. Nevertheless, the figures 


TABLE 3* 


ESTIMATED CONSUMPTION OF SELECTED CONSTRUCTION MATERIALS 
PER $1,000,000 OF EACH TYPE OF CONSTRUCTION IN 1947 








CONSTRUCTION 
Lumber 


(Thousand 
Board Ft.) 


Cement 
(Thousand 
of Barrels) 


MATERIAL ConsuUMED 


Concrete 
Blocks 
(Thou- 


sands) 


Bricks 
(Thou- 
sands) 


Clay Sewer 
Pipe 
(Tons) 


Steel 
(Tons) 





Private: 
Residential 
Industrial 
Warehouse, office building. ... 
Stores, restaurants, and garages. 
Other nonresidential building. . . 
Farm construction. . . . 
Public utility 


1,948 
402 
519 
589 
484 

5,133 
381 


Public: 
Residential 
Industrial. 
Educational. . 
Hospital and institutional. . 
Other nonresidential building. ; 
Military and naval. . . 
Highway 
Sewer and water... 
Conservation and development. 
All other 


1,703 
400 
440 
168 
421 
93° 
223 
280 
277 
220 








174 
1,241 
1,573 

801 

776 

122 

35° 


154 
s! 1,249 
435 34 589 
293 19 77° 
229 55 97° 
5! 160 
23 jcesuuce 303 
6 176 
21 4 493 
5° 9 280 

















. Source For all but resi: jJential, public and 
merce. Residential derived from Department of 
by the War Production Board to expe- 
dite the allocation of materials and have 
been improved and made more current 
by questionnaires sent to contractors. 
Table 3 lists the requirements per million 
dollars of construction for each of the 
six types used in this analysis. 

The procedure followed was first to 
compute a series to represent the con- 
sumption of these materials in total new 
construction in 1920-40. This series can- 


ivate, worksheets of the C onstruction Statistics Division, Department a Com- 
ommerce, Construction and Construction Materials, January, 1948, pp. 8-15. 


can facilitate a rough comparison of the 
different impacts on the consumption of 
materials of actual construction and of 
construction under programmed condi- 
tions. The materials factors were multi- 
plied by the volume of new construction 
in 1920-40° to give an estimate of the 
actual consumption in that period. 


8 “Statistical Supplement: Dollar Construction 
Estimates, 1915-1946,” Construction and Construc- 
tion Materials, May, 1947, Department of Com- 
merce. 
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CHART II 


CONSUMPTION OF THREE CONSTRUCTION 
MATERIALS, 1920-40* 


100 


70 


Millions 
of 


f 8 882888 





100 
i 


*(a) Actual total new construction ( ); 
(6) total new construction under a moderate 
countercyclical public works program (----); 
and (c) total new construction under a public 
works program resulting in constant total new 
construction ( 
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These figures were then compared 
with the consumption of materials which 
would have resulted (a) from the modest 
stabilizing program of Colean and (5) 
from a program affording complete sta- 
bility of total new construction. Since 
Colean does not state how each of the 
categories of public works would be var- 
ied but gives only the suggested adjust- 
ments in total public construction, it was 
assumed that each type would be in- 
creased or decreased in the same propor- 
tion as the adjusted total of new public 
construction.’ Private construction was 
assumed to remain at its actual levels. 
The same technique was applied in esti- 
mating the movements of each type of 
construction under the extreme stabili- 
zation program. The new series of con- 
struction by types were also multiplied 
by the materials factors to give estimates 
of consumption under (a) actual con- 
struction in 1920-40; (b) a modest sta- 
bilization program; and (c) a complete 
program for the same period. 

Chart II shows the actual and hypo- 
thetical consumption of three representa- 
tive construction materials (concrete 
blocks, steel, and clay sewer pipes), 
while Chart III summarizes the cyclical 
movements of six materials under each 
of the stabilization programs. The move- 
ments closely conform to the pattern de- 
scribed for our hypothetical materials 
discussed in the previous section. 

1. In 1947 more than five times as 
many concrete blocks were used by pri- 
vate construction as by public construc- 
tion per dollar of expenditure. As should 
be expected, a countercyclical public 
works policy would have only slightly re- 
duced the cyclical movements of this in- 


*Other assumptions would have altered the 
specific statistical results; but, so long as the types 
of construction undertaken by the government were 
unchanged, the conclusions would have been un- 
affected. 
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dustry. Only in the very trough of the 
depression would the program have had 
any effect. The severity would have been 
reduced, but insignificantly, when the 
magnitude of the anticyclical tool is con- 
sidered. 

2. In 1947 about one and two-thirds 
times as much steel was required per pri- 
vate construction dollar as for each pub- 
lic construction dollar. The more even 
use of this material is reflected in Chart 
II. Under the extreme program the cycle 
would have been effectively eliminated, 
while the modest program would have 
only reduced the severity. This happy re- 
sult would not have been obtained if we 
had analyzed the component products in- 
cluded in total steel." 

3. The consumption of clay sewer 
pipes reflects the other extreme. Public 
works in 1947 required almost five times 
as many clay sewer pipes per dollar of 
orders as did private construction. This 
reversal of roles of the two sources of 
construction demand resulted in a re- 
versal of the cycle of clay sewer pipe re- 
quirements. Consumption of the material 
actually boomed during the prosperity 
of the twenties, but the stabilization pro- 
gram would have replaced this increase 
with a constant low volume which would 
have reached a trough in 1929. During 
the depression of the thirties the require- 
ments for clay sewer pipes under such a 
program would have risen abruptly and 
remained at a high level until the reduc- 
tion in public works had begun. The ac- 
tual behavior of the demand for the ma- 
terial was the exact reverse. 

4. The cycles in the consumption of 
the six materials in total new construc- 
tion are compared in Chart III. To facili- 


_ ™ This industrial classification was used because 
it was the only one of the many factors computed 
by the Department of Commerce which would re- 
sult in complete stability. 


301 


tate comparison, the annual require- 
ments for each of the materials were 
transposed into an index where 1920-40 
equals 100. The ineffectiveness of the 
countercyclical stabilization program in 


CHART III 


CONSUMPTION OF SELECTED CONSTRUCTION 
MATERIALS, BY ToTAL NEw CONSTRUC- 
TION, UNDER A HYPOTHETICAL PUBLIC 
Works ProGRAM RESULTING IN A CON- 
STANT VOLUME OF TOTAL NEW CONSTRUC- 
TION 


(1920-1940 = 105) 
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modifying the fluctuations in demand for 
the materials which are proportionately 
more widely used in private construction 
is seen in the volatile cycles persisting in 
bricks, lumber, and concrete blocks. The 
induced reverse cycles of the materials 
which are proportionately more widely 
used in public construction is clearly 
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demonstrated by the cyclical behavior of 
cement and clay sewer pipes. 


V 


If a compensatory public works pro- 
gram had been adopted during the two 
decades 1920-40, the amplitude of the 
fluctuations of total construction could 
have been reduced or eliminated. But, 
owing to the heterogeneity of construc- 
tion, the variation of the project com- 
position while holding aggregate con- 
struction stable (i.e., changing the vol- 
ume of public works to offset changes in 
private construction) would not have 
created the same result in the construc- 
tion materials industries. The cycles in 
demand for most materials—those which 
are predominantly required by private 
building—would have been only slightly 
affected. Other materials, which serviced 
primarily the public sector, would have 
experienced a decline in demand from 
construction activities in prosperity and 
an increase in the depression. 

Hence the program would have creat- 
ed serious disturbances in the building 
materials industries. Industries primarily 
supplying public works would not expand 
to meet the demand in increased public 
construction, for they would have been 
assured that, with the approaching re- 
covery, their orders would be reduced 
without a compensating increase in pri- 
vate orders. Under such conditions, bot- 
tlenecks would have led to price rises and 
high profits. Not only would there have 
been an inhibition of new investment in 
these industries but there might have oc- 
curred disinvestment in inventories as 
general recovery proceeded. These in- 
fluences would have reduced the multi- 
plier effects of the expanded expendi- 
tures on public works and retarded re- 
covery. Owing to the localization of the 
production of several of the materials, 
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the decline in orders for some materials 
might have generated serious local dis. 
turbances that might have spread and 
reduced the possibilities of a full recoy- 
ery. 

The above criticisms do not apply toa 
general policy of supplementing the 
“normal” pattern of government opera- 
tions by additional spending during a 
depression. The criticisms are specific to 
a policy which relies only on varying the 
time pattern of planned public construc- 
tion. The improvisation of mass spend- 
ing programs has other difficulties which 
cannot be discussed here. 

Some economists may argue that the 
instability of countercyclical public 
works programming should not inhibit 
the use of such a program because a nec- 
essary condition for progress in a capi- 
talist economy is the mobility which will 
allow intrenched positions to be de- 
stroyed and permit the entry of more 
adaptable entrepreneurs. But this is not 
an adequate justification for deliberately 
provoking cyclical disturbances. Surely 
growth factors can be stimulated in a 
less capricious manner. Our history viv- 
idly indicates that we have no further 
need for cycle-engendering forces. On the 
contrary, there is an urgent need to im- 
prove the tools which will counteract 
them. 

An assumption of this study is that the 
public works composing the program 
shall be the same types used in the last 
two decades. An extension of government 
expenditures into such fields as public 
housing would radically alter the results. 
Public works more closely paralleling 
private construction should be able to 
serve as much more effective offsets. The 
stabilization of total construction then 
would extend beyond the aggregate in 
the national accounts and encompass the 
many occupational groups, industries, 





PUBLIC WORKS AND ECONOMIC STABILITY 


and regions which compose the “con- 
struction” industry. 

Stabilization involves the creation of 
income from which the pattern of spend- 
ing closely approximates the production 
trend of those goods and services de- 
manded by the entire economy. It neces- 
sitates a choice of projects that brings 
the material requirements of public 
works into line with those of private con- 
struction. If this problem is ignored, 
public works will prove inefficient in at- 
taining the goals for which they are in- 
tended. 

The analysis of the effects of govern- 
ment operations has lagged far behind 
their overwhelming importance in eco- 
nomic activities. Before the 1930’s, sta- 
tistical analysis of the effects of public 
works was limited to the measurement 
of the dollar volume of construction con- 
tracts placed, estimates of the on-site la- 
bor used, and informed guesses as to the 
volume of labor employed to manufac- 
ture the materials required. During the 
thirties these measures were improved. 
Data on the types of materials used by 
public works were further elaborated, 
but the analysis flowing from the data re- 
mained in a primitive state. Another 
level of analysis attempted to ascertain 
the effects of public works on the volume 
of economic activity. Research before 
1930 utilized the velocity of money as its 
chief tool, while in the post-Keynes era, 
multiplier concepts prevailed. Neither 
was successful in deriving estimates of 
impressive validity. 

During the war the necessity of achiev- 
ing balance in the economy led to a more 
detailed analysis of the impact of a given 
volume of final demand on the volume of 
production in each industry and region. 
Both the general analysis employing only 
a few indexes and the partial analysis 
proved inadequate to the tasks assigned 
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to them during the war. In the postwar 
period, when balanced civilian produc- 
tion has again become a primary goal of 
economic planning, such econometric de- 
vices as the input-output tables of Was- 
sily Leontief,“ which attempt to estab- 
lish a framework to permit the study of 
the effects of changes in the final bill of 
goods on the demands on all industries 
in the economy, are necessary tools of 
analysis. 

The fuller treatment of economic ef- 
fects incorporated in such a scheme 
would prevent the casual assumption of 
stability which may be apparent in the 
initial stage of repercussions. With this 
additional knowledge, we can select proj- 
ects to maximize stability throughout the 
economy. If this criterion should be given 
a low weight in the choice of projects, the 
usefulness of the analysis would never- 
theless persist in that we could see the 
areas where the program would be either 
ineffective or harmful. Offsetting meas- 
ures might then be taken. 

To facilitate such an analysis, addi- 
tional dimensions must be added to the 
government budget. To evaluate the ef- 
fects of a government appropriation on 
economic activity, we must have infor- 
mation on both the inputs and the out- 
puts of the government—the types of 
material, labor, and capital used as well 
as the goods and services produced. Both. 
will seriously affect the operations of the 
economy; and, because of their specific 
nature, they cannot be adequately han- 
dled with the few indexes we now have of 
government expenditures. 
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**W. W. Leontief, The Structure of American 
Economy (Cambridge: Harvard University Press, 
1941); also articles in the Quarterly Journal of Evo- 
nomics, February, 1944, and February and Novem- 
ber, 1946. 
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ISSATISFACTION with certain as- 
pects of economic theory is as old 
as the discipline itself. Almost as 

soon as the classical founders completed 
their edifice, the antagonists began to 
undermine the newly erected structure. 
Economic theorists built a close-knit sys- 
tem of economic laws logically derived 
from certain philosophical and psycho- 
logical premises." The heretics tried to 
puncture this system by criticizing its as- 
sumptions and its methods: for its lack 
of realism, its neglect of sociological and 
political factors, its faulty interpretation 
of human behavior, its use of metaphysi- 
cal and normative concepts, and its es- 
sentially static and mechanistic approach 
to economic phenomena. Almost before 
the ink was dry on Ricardo’s Principles, 
Sismondi complained that economic sci- 
ence “is so speculative that it seems di- 
vorced from all practice.”? The criticism 
of the socialists, nationalists, romanti- 
cists, historicists, and institutionalists 
accompanied the development of ortho- 
dox economics. 

Recently Professor Mayo has blamed 
Ricardian economics for the social ail- 

*I am referring to the dominant theoretical 
trend as expressed mainly in the writings of A. 
Smith, Ricardo, J. S. Mill, Jevons, the Austrians, 
A. Marshall, J. B. Clark, and F. H. Knight. The 
objects of my analysis, however, are not the entire 
systems developed by these writers but certain 
central ideas which have become part and parcel 
of our common beliefs. My contention is that a 
sociopsychological theory of thought helps us 
understand such concepts as utility, value, and 
equilibrium and certain assumptions of economic 


model-building, like omniscience and perfect 
rationality. 


* Nouveaux principes (Paris, 1819), I, 57. 


ments of our civilization. He denounces 
the “chronic divorce” of economic theory 
from practice and questions “the original 
clinical and practical adequacy of eco- 
nomic theory” to the facts it studies. 
Similarly, the uselessness of economic 
theory because of its self-imposed limita- 
tions is deplored by Professor Walker.‘ 
He characterizes the present state of eco- 
nomic theory as “theoretic blight.” “The 
familiar features of the concrete world 
are left out of account altogether or are 
definitely misrepresented.”’ Economists 
themselves have expressed grave misgiv- 
ings over the possibilities of the disci- 
pline. “‘After almost two centuries of de- 
velopment economists still do not have 
anything better to offer than a promise 
for the future. Meanwhile the optimistic 
economists are working out their analy- 
ses on the simple assumption (of econom- 
ic rationality) and resolutely refusing to 
despair of evolving in the future a tech- 
nique which will allow them to assume 
the existence of whatever human motives 
have an influence on the economic 
sphere.’’s The sad state of economics has 
frequently been admitted by Professor 
Knight, one of the outstanding expo- 
nents of orthodox economics as well as 
one of its most penetrating critics. He 
clearly states that economic theory, 
based on utilitarian premises, is purely 
abstract and without content and that 

3 Elton Mayo, The Social Problem of Our Civiliza- 
tion (Boston, 1945), chaps. i and ii, esp. p. 38- 

‘Ronald Walker, From Economic Theory 
Policy (Chicago, 1943), esp. chaps. iii and iv. 

$s Joan Robinson, Economics Is a Serious Subject 
(Cambridge, 1932), p. 10. 
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the formal principles of economy are 
without reference to what is to be econo- 
mize'l and how.® 

It would be possible but superfluous to 
multiply such critical quotations from 
old and recent literature ad infinitum. 
But, in spite of the constant criticism and 
of the admission by economists that 
much of it is justified, some of the basic 
assumptions and methods have not been 
changed. Why did economists retain cer- 
tain concepts and methods recognized as 
inadequate? Why is it that such obvious- 
ly untenable concepts as omniscience 
which human beings do not possess, or 
equilibrium which admittedly is never 
reached, or economic rationality which, 
as generally recognized, is not the only 
motive of human behavior—why are 
such concepts and analytic tools still in 
use in economic analysis? One gains the 
impression that these ideas and methods, 
somehow, fulfil certain psychological re- 
quirements and that possibly on this ac- 
count they are retained in spite of their 
insufficiency on purely scientific grounds. 
This paper represents an attempt to un- 
cover the sociopsychological function 
and meaning of some ideas prevalent in 
economic theory, with the help of mod- 
ern psychology. 

Human existence is beset with anxie- 
ty.’ Anxiety stems from the dual charac- 
ter of man, from the fact that he is part 
of nature, yet transcends the rest of na- 
ture. It arises because we are confronted 
with a multitude of conflicting experi- 

*F. H. Knight, Risk, Uncertainty and Profit 


(reissue by the London School of Economics, 1933- 
49), Preface, p. xii. 


"Cf. S. Freud, The Problem of Anxiety (Eng. 
trans.; New York, 1936); A. Freud, The Ego and the 
Mechanisms of Defence (Eng. trans.; New York, 
1946), esp. chap. v; K. Horney, The Neurotic 
Personality of Our Time (New York, 1937), chaps. 
i and iv, and New Ways in Psychoanalysis (New 
York, 1939), chap. xii; E. Fromm, Man for Him- 
wif (New York, 1947), pp. 40 ff. 
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ences and thrown into a bewildering and 
incomprehensible world. Anxiety is gen- 
erated by the conflict between our desire 
to conform to cultural patterns and our 
urge toward self-realization regardless of 
social restrictions. Lest we succumb to 
overpowering anxiety because of our iso- 
lation from the rest of the world, we are 
striving to reunite ourselves in thought 
with society and nature. Thought is an 
instrument which helps man to live un- 
der these conditions. One of its functions 
is to ward off anxieties caused by conflict, 
separation, and helplessness. For this 
purpose reality is often interpreted in 
such a way that conflicts are settled by 
intellectual compromise. Unbearable 
facts are eliminated and desires are satis- 
fied by imagery so that man can live in 
harmony with himself and with his envi- 
ronment. Intellectual concepts, unintelli- 
gible from the point of view of logic and 
factual observation, become meaningful 
if interpreted in the light of the anxiety- 
avoiding function of thought. 
Anxiety-creating conflicts are reflected 
within the human personality which, ac- 
cording to psychoanalysis, is composed 
of three parts: the id, the ego, and the 
super-ego.® The id is “ the inherited reser- 
voir of chaotic, instinctual demands 
which are not yet in harmony with each 
other nor with the facts of the external 


8 Psychoanalysis has been used more and more in 
the social sciences during recent years (cf. the writ- 
ings of K. Horney, E. Fromm, A. Kardiner, H. S. 
Sullivan, J. Dollard, M. Horkheimer, H. Lasswell, 
M. Mead, and R. Linton). Objections have been 
raised to the application of observations made in the 
study of neurotics to normal human phenomena. 
However, psychoanalysis has developed a topology 
of the total personality and has discovered certain 
psychological mechanisms by which the ego tries 
to protect itself against otherwise overpowering 
sources of anxiety. These elements of the human 
character and these defense mechanisms can be 
found in neurotics as well as in normal people. 
Therefore, it seems legitimate to apply certain 
psychoanalytic ideas to normal mental processes 
like economic thought. 











reality.”® The ego is the conscious, ra- 
tional “integrating part of the personali- 
ty which modifies and, by a process of 
selection and control, brings the original 
tendencies of the id into harmony, ex- 
cluding those the realization of which 
would bring conflict with external reali- 
ty.” The super-ego has been defined as 
the “part of the mental apparatus... 
which embodies the code of society. Nat- 
urally this code is dependent upon the 
social environment and differs according 
to the cultural milieu in which the indi- 
vidual was brought up.’*® Through the 
super-ego the commands of society, the 
values and attitudes of the environment, 
are introjected into the individual and 
become an integral part of the personali- 
ty. 

The ego uses certain defense mecha- 
nisms to protect the individual against 
anxiety-creating experiences. These 
mechanisms have been discovered in the 
analysis of neuroses, but they are equally 
at work in the normal person and in phi- 
losophy and socioeconomic thought. The 
manifestations of these mechanisms in 
social thought have not merely an indi- 
vidual but a sociopsychological function. 
They are common methods used uncon- 
sciously by individuals living in the same 
culture and exposed to the same social 
and intellectual conflicts and problems. 
I shall discuss the working of the mecha- 
nisms of isolation, projection, repression, 
and compensation in certain methods 
and concepts of economic theory.” 

9 F. Alexander, in Lorand (ed.), Psychoanalysis 
Today (New York, 1944), p. 146. 

© Ibid. Cf., on the super-ego, S. Freud, “On 
Narcissism: An Introduction,” in Collected Papers 
(London, 1948), IV, 30 ff.; Group Psychology and 
the Analysis of the Ego (London, 1946), chap. xi; 
New Introductory Lectures on Psychoanalysis (New 
York, 1933), chap. iii, Lecture XXXII. 

™For an analysis of these mechanisms see 
S. Freud, The Problem of Anxiety; A. Freud, The 
Ego and the Mechanisms of Defence, esp. chap. iv. 
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ISOLATION, SEGMENTALISM, AND 
ABSTRACTION 


Isolation is a mechanism used by the 
ego as a protection against unwelcome 
impulses and ideas. In order to avoid 
anxiety, unwelcome thoughts are men- 
tally separated from other, permissible 
ones, although the two may be logically 
and factually interconnected. Even in 
the “normal process of concentration . . , 
things that are inconveniently counter 
to the matter in hand” are excluded.” 
The term “isolation” is used to describe 
this process if anxiety-generating ideas 
are excluded. In economic thought ideas 
are often unwelcome because they are ag- 
gressively directed against existing insti- 
tutions and, thus, cause fear of social 
disapproval. 

It may be that segmentalism in the so- 
cial sciences, so often and so strongly de- 
plored, can be interpreted as a case of 
psychological isolation. The separation 
of economic, political, and social ele- 
ments in the study of social reality may 
partially spring from the unconscious 
tendency to avoid anxiety-generating 
conclusions. This tendency manifests it- 
self with special clarity in economic 
thought. The idea that there is an auton- 
omous economic system functioning in 
isolation from social and political factors 
may have an unconscious defensive pur- 
pose. This can be deduced from the ele- 
ments which are normally excluded from 
consideration in economic theory. They 
are elements of conflict and disturbance 
representing the trouble-making features 
of our social system. Psychologically, 
economic theory operates on the assump- 
tion of complete rationality, excluding all 
irrational, erratic, and capricious behav- 
ior. Socially, orthodox economic theory 
excludes collective phenomena, class 


™S. Freud, The Problem of Anxiety, p. 56. 
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stratification, and class conflict. Politi- 
cally, it ignores the drives for power and 
the fact that economic relationships im- 
ply power of man over man. If all these 
elements are eliminated, it is possible to 
arrive at a theoretical model of a perfect- 
ly working market system leading to eco- 
nomic equilibrium. This procedure of iso- 
lation tends to silence the anxieties which 
might arise if economists permitted 
themselves to recognize all these disturb- 
ing “noneconomic” factors. Economists 
have been aware of these “‘extraneous” 
elements whose importance has been 
stressed by historicists and institutional- 
ists. The phenomenon, however, requir- 
ing explanation is that these factors are 
so often excluded from consideration. 
Purely logical arguments in favor of this 
abstracting procedure seem insufficient 
to explain completely the exclusion of 
these elements. It appears that sociopsy- 
chological mechanisms of defense may be 
at work and that, in order to avoid anxi- 
ety, aspects of reality are isolated from 
each other. Obviously it is easier to ar- 
rive at a well-ordered picture of reality if 
large parts of it are ignored." 
Abstraction is the intellectual method 
which corresponds to the psychological 
mechanism of isolation. The theoretical 
argument in favor of abstraction is that 
man is confronted with the chaotic, un- 
organized totality of life which he cannot 
comprehend as it is. The various sciences 
approach this inaccessible reality by 
throwing the light of their categories and 


‘3 Tam not claiming that segmentalism is nothing 
else but a psychological defense mechanism. It is 
also motivated by the urge to simplify and to ex- 
plain (in order to avoid intellectual anxiety). To 
some extent it amounts to a simple division of labor 
carried out under the tacit assumption that integra- 
tion with the findings of other sciences will ultimate- 
ly take place. However, the psychological element 
of defense is also present; and it is quite overt 
whenever a “blindness” toward certain aspects 
develops, as is often the case in.economic thought. 


methods on it, thereby cutting out a seg- 
ment as their subject matter. However, 
the subject matter of a science is not 
shaped by its “real object” but by the 
method of science. The object does not 
determine the method; the method de- 
termines the object. Thus, the sciences 
exercise a selective influence as to meth- 
od and object. Each of them comprises 
only a segment which does not corre- 
spond to a “real” part but is created by 
the categories and the method of the sci- 
ence. The “segment” is a creation of the 
human mind. All sciences are, therefore, 
to a certain extent unrealistic. 

This approach is, of course, not the 
only possible epistemological interpreta- 
tion of human knowledge. It is, however, 
the philosophical basis of modern eco- 
nomics. My contention is that this ap- 
proach has a specific sociopsychological 
meaning. It is not that sciences abstract 
from certain aspects of reality that is 
psychologically significant but from what 
they abstract, what they exclude from 
their considerations. They abstract from 
anxiety-creating thoughts and, thus, per- 
form a psychological function. In the 
social sciences abstraction serves a two- 
fold purpose. First, it simplifies reality 
sufficiently to make it understandable, 
comprehensible, and predictable." Isolat- 
ing abstraction satisfies the desire for 
synthesis and avoids the anxiety which 
stems from the realization that social 
processes are difficult to comprehend and 
to predict. Second, by abstracting from 
disturbing and conflict-creating ele- 
ments, the social institutions assume the 
character of a harmonious, rational 
mechanism. This lessens the incentive for 
social change. The isolating abstraction 


4 See L. Robbins, The Nature and Significance 
of Economic Science (London, 1946), pp. 106-8, 
where the abstracting procedure is justified with 
the argument that otherwise no “uniformities are 
to be discovered.” 
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thus tends to relieve the individual from 
responsibility and to eliminate aggressive 
anxiety-creating impulses against soci- 
ety. 


PROJECTION AND UTILITARIANISM 


Economic thought propagates to a 
large extent the norms, values, and atti- 
tudes of the existing culture. From the 
point of view of the individual these so- 
cial norms and commands originate ex- 
ternally within society. They are im- 
posed on the individual from the outside 
through the influence of parents, teach- 
ers, and social authorities. The individual 
accepts these norms and _ internalizes 
them in the super-ego, so that they be- 
come a part of his own character struc- 
ture. The commands of society require 
the restriction of instinctual impulses 
and often prevent the individual from re- 
alizing aims of his own if they are op- 
posed to social ideals. Thus, the conflict 
between individual and society is reflect- 
ed within the individual by the conflict 
between the instinctual demands and in- 
dividual goals, on the one hand, and the 
socially patterned commands of the 
super-ego, on the other. If these internal- 
ized social commands impose too much of 
a restrictive burden on the individual, 
anxiety arises. However, the individual 
cannot reject social values without an- 
tagonizing his social environment and 
without running the danger of being re- 
jected by society. In order to escape 
these anxiety-creating tensions, the ego 
projects the commands of the super-ego 
into the universe. Mythologies, religions, 
and moral and ethical systems show a 
variegated picture of this process. The 
moral codes of the super-ego have been 
interpreted as the commands of a spirit, 
of a god, of nature, as laws of reason and 
of history. Values are externalized and 
objectified for the sake of avoiding anxi- 


ety-creating internal conflicts. Here, the 
mechanism of projection is in operation.* 
It is easier to bear a burden imposed by 
powerful natural forces than to solve the 
internal conflict between the commands 
of the super-ego and opposed tendencies 
of the personality. The individual is re- 
lieved of the necessity to make a moral 
decision if the rules of the super-ego are 
represented as dictated by inescapable, 
external, objective circumstances. 

Wherever value judgments are pre- 
sented in the form of statements of fact, 
the mechanism of projection is at work. 
In economic thought the basic qualita- 
tive dichotomy between the realm of 
norms and the realm of facts is often ig- 
nored, and values are deduced from 
“facts.”” The psychological purpose of 
this procedure is to justify and rational- 
ize values, imposed by society, and to in- 
terpret them as rooted in facts and na- 
ture. Thus, the antinomy of values and 
facts is eliminated, and the anxiety-cre- 
ating experience that reality does not 
conform to our ideals is obliterated in 
thought. 

We can study the projective mecha- 
nism in the philosophy of utilitarianism, 
which provides the philosophical basis 
for economic theory. Utilitarianism iden- 
tifies what “ought to be” with what “‘is,” 
the “good” with pleasure and the “bad” 
with pain. It attempts to identify the 
aims of the personality with the acquisi- 
tive ideal of industrial civilization and to 
show that this ideal is based on “natural” 
facts. Human nature is described as be- 
ing acquisitive, bent on the maximization 
of utility in the form of economic advan- 
tages."* This cultural ideal, becomes more 

*sOn projection see S. Freud, “Totem and 
Taboo,” in Basic Writings (New York: Modern 
Library, 1938), pp. 854-56. 

*6M. Weber, The Protestant Ethic and the Spirit 


of Capitalism, trans. T. Parsons (London, 1939), 
esp. chap. ii. 
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acceptable if it can be represented as a 
universal, natural, and factual character- 
istic of man. The concept of man be- 
comes identical with the normative con- 
cept of “economic man.” An ideal is con- 
verted into a fact in order to make it 
palatable.'? The tendency to hide value 
statements behind statements of fact is 
especially strong in our rationalistic and 
naturalistic civilization. We want to be 
rational and objective in our beliefs and, 
therefore, endeavor to justify our ideals 
by reason and through factual observa- 
tion.” 


REPRESSION, COMPENSATION, EQUILIB- 
RIUM, AND OMNISCIENCE 


Repression consists in the elimination 
of impulses from consciousness. The ego 
flees from the unwelcome impulse. It also 
prevents the impulse from being trans- 
lated into action.’® In compensation ac- 
tual gratification is replaced by wish-ful- 
filling intellectual imagery. Fantasy is 
substituted for real satisfaction. Com- 
pensation is often combined with repres- 
sion. Compensatory intellectual fantasy 
gratification cannot be created without 
some misrepresentation of reality. Some- 
thing is added to the picture of reality 
which really is not there; or parts of re- 
ality may be denied and repressed by 
means of intellectual fantasy. Both proc- 
esses, repression and compensation, per- 
form an anxiety-avoiding function. The 
ego often “denies the facts and substi- 
tutes for the unbearable reality some 
agreeable delusion.’””° 

™G. Myrdal, Das politische Element in der 
nationaloekonomischen Doktrinbildung (Berlin, 1932); 
A. Loewe, “‘A Reconsideration of the Law of Supply 
and Demand,” Social Research, IX, No. 4. (Nov- 
ember, 1942), 431 ff. 

*G. Myrdal, An American Dilemma (New 
York, 1944), Appendix I, p. 1027. 

*S. Freud, The Problem of Anxiety, p. 32. 


*A. Freud, The Ego and the Mechanisms of 
Defence, p. 85. 
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Economic thought shows parallels to 
this procedure. The interrelated ideas of 
harmony, equilibrium, omniscience, and 
perfect rationality, so prominent in pure 
theory, may be cases in point. The con- 
cepts of economic harmony and equilib- 
rium tend to repress the idea that our so- 
cial and economic system is but a se- 
quence of unpredictable and haphazard 
fluctuations. The idea of an automatic 
market mechanism leading to a beneficial 
harmony or, at least, to an equilibrium 
helps to repress this anxiety-creating 
thought of chaos. A revolutionary anxie- 
ty-creating attitude, requiring active in- 
terference with economic and social in- 
stitutions, may be weakened by these fic- 
tions. If the market moves automatically 
toward a harmonious equilibrium, inter- 
ference becomes either unnecessary or 
hopeless. The widespread sociological 
concepts of “folkways” and “mores” 
serve the same psychological purposes. 

The formula [of folkways and mores] will be 
found to be invoked with some regularity when- 
ever an author expresses the attitude that 
changes will be slow, or, more particularly, 
that nothing practical can be done about the 
matter. It is closely related to a bias in social 
science against induced changes, and especially 
against all attempts to intervene in the social 
process by legislation. The concept of mores 
actually implies a whole social theory and an 
entire laissez-faire (do-nothing) metaphysics 
and is so utilized. 

It is, however, important to under- 
stand that these ideas are unconsciously 
used to perform the sociopsychological 
function of adaptation to the environ- 
ment by repressing anxiety-creating so- 
cial criticism. Historically, the idea of 
harmony of interests performed, at first, 
a revolutionary function in the fight 
against mercantilist restrictions. How- 
ever, after the modern industrial system 
was established, harmony of interest and 

** Myrdal, An American Dilemma, p. 1031. 
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equilibrium assumed a defensive charac- 
ter and helped to repress the anxieties 
created by the maladjustments of the 
market economy. Psychologically, the 
same thought may be a compromise for- 
mation between a revolutionary and a 
conservative tendency. Already in the 
Ricardian system the idea of harmony 
performed both functions: a revolution- 
ary function as far as it was used as an 
argument for free trade and a conserva- 
tive function because it alleviated the 
anxieties created by the terrible poverty 
among the factory proletariat and the 
insecurities of the new economic order. 

It is generally admitted that stable 
equilibrium is seldom, if ever, reached. It 
can, according to Professor Knight, be 
attained only “in a perfect state” which 
requires ‘‘a formidable array of artificial 
abstractions.’ Foremost among these 
are complete rationality; perfect knowl- 
edge; perfect intercommunication; per- 
fect mobility in space; the absence of all 


* More or less identical with the model of perfect 
competition in monopolistic competition theory. 


*3T am using Knight’s analysis of equilibrium 
and omniscience (in Risk, Uncertainty and Profit, 
esp. chaps. iii, vi, vii) as the basis of my discussion. 
His arguments are, according to his own state- 
ments, a condensed summary of classical theory in 
the formulation of J. S. Mill and A. Marshall. By 
pointing out certain covert psychological aspects 
of these concepts, I am analyzing classical theory 
and not Professor Knight’s presentation of it. His 
presentation lends itself admirably to sociopsycho- 
logical analysis because he has brought out the 
hidden assumptions implicit in concepts of equilibri- 
um and omniscience with unsurpassed lucidity. The 
fact that these concepts have, for more than a 
century, explicitly or implicitly, been included in 
the theoretical systems of classical and neoclassical 
economists indicates that they perform a supra- 
individual, cultural function. It is true that the 
meaning of equilibrium has changed a good deal; 
modern theorists have more or less abandoned the 
idea that it is either beneficial or stable. However, 
static economic theory is still presented in the form 
of equilibrium analysis. I believe that the psycho- 
logical mechanisms of repression and compensation 
were factors in the development of that concept, 
especially where stability or beneficiality is implied. 
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co-operation and collusion; no ownership 
of the means of production by private 
persons because every productive agent 
is “‘an inseparable part of the personal 
endowment of some member of society”; 
no organized production because every 
member of society produces a finished 
product.?4 Under these conditions, which 
are admittedly nonexistent in present- 
day society, profits would be absent be- 
cause the assumption of omniscience 
(perfect knowledge), perfect rationality, 
and perfect intercommunication removes 
all uncertainty.** Profit and entrepre- 
neurship exist only because of the uncer- 
tainty created by the absence of perfect 
knowledge. 

Only under these assumptions is stable 
equilibrium possible. As they are ad- 
mittedly nonexistent in the real world, 
stable equilibrium is an unrealistic con- 
cept. Why, then, is it used at all in eco- 
nomic theory? The argument in favor of 
equilibrium models is based upon the 
necessity of abstracting choice. Every 
science has to choose out of the infinity 
of real phenomena some basic concepts, 
has to build abstract models by which 
it measures reality. Scientific thought 
means to select certain aspects of reality, 
and this in turn means abstraction and 
model-building. 

Even if we accept this approach, the 
question remains unanswered why mod- 
els are built which contain elements not 
to be found in reality instead of choosing 
certain aspects out of the infinite realm 
of real phenomena. In my opinion, no 


24 [bid., pp. 76 ff. 


*5 This is the basic idea of Knight’s book (ibid., 
Part III, chaps. viii and ix, and Part I, chap. i). 
Professor Knight eliminates from the concept of 
profit all wage and interest elements and considers 
profit only as a residual element which is a pay- 
ment for the exercise of judgment involving the 
assumption of responsibility and made necessary 
by the presence of uncertainty. 
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satisfactory explanation has ever been 
given. It is said that one has to use the 
method of gradual approximation. One 
starts with models from which important 
aspects of reality are excluded and steps 
down to more and more realistic models. 
But how can a model, based on the as- 
sumption of perfect knowledge, lead to 
any enlightenment about a society in 
which perfect knowledge is not present? 
Some light may be thrown on the mo- 
tives by the sociopsychological method 
and the defense mechanisms discovered 
by psychoanalysis. The ego “denies the 
facts and substitutes for the unbearable 
reality some agreeable delusion.” Does 
not economic theory veer in this direc- 
tion when it uses concepts like equilibri- 
um and omniscience? This is suggested 
by the elements which are excluded in 
the “formidable array of artificial as- 
sumptions” necessary for the establish- 
ment of equilibrium. The more repug- 
nant features of our economic and social 
system and the chief elements which cre- 
ate social conflict and evoke criticism are 
left out of the picture. 

In the “perfect state” everybody is his 
own master and produces for his own 
benefit. If productive property is insep- 
arable from the personality of its owner, 
labor is the only factor of production. In 
such a society the results of production 
belong to the producer who created 
them in his own interest. Profits are non- 
existent. If doubts remain about the pos- 
sible sociopsychological meaning of this 
type of model-building, one has only to 
tread the description of the imperfect 
state where all these trouble-making 
features are reintroduced. With perfect 
knowledge removed, reality is recognized 
as what it is, the entrepreneur enters, and 
with him, profits emerge.* “Another 
feature of the new adjustment is that a 

* Ibid., pp. 268, 271. 
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condition of perfect equlibrium is no longer 
possible.”*" Thus, Western man is ex- 
pelled from Paradise; and the unpleasant 
facts of social reality must be faced. 

Is it not possible that the model of per- 
fect competition performs the function of 
a hallucinatory fantasy gratification by 
which the disturbing features of social 
reality are eliminated and replaced by an 
ideal picture of the economy? The models 
can be made to serve as intellectual con- 
structions with the sociopsychological 
function of placating the anxiety caused 
by the conflict situations of our economic 
system. Models of a society constructed 
by economists for scientific purposes also 
tend to alleviate tensions and to remove 
sources of anxiety by intellectual image- 
ry. If our economy would conform to the 
model of the “perfect state,” if we had 
perfect knowledge, and if equilibrium 
could be attained, many of the uncer- 
tainties of our social and economic life 
would be eliminated. In view of (a) the 
economic insecurities, tensions, conflicts, 
and anxieties to which modern man is ex- 
posed; (b) the patent unrealities in the 
assumptions of the economic models; and 
(c) the wish-fulfilling potentialities of 
what is eliminated from, and what is 
added to, reality, is it not possible to con- 
clude that these models may perform a 
repressive and a compensatory sociopsy- 
chological function? 

The objection may be raised that Pro- 
fessor Knight’s prerequisites for the 
“perfect state” are not accepted by all 
economic model-builders. It is generally 
assumed, however, that competitive 
equilibrium leads to an elimination of 
profits, or, at least, of “extraordinary” 
profits.” It is not difficult to see here a 

27 Ibid., p. 272. (Italics added.) 


%G. J. Stigler, The Theory of Competitive Price 
(New York, 1942), p. 163; K. E. Boulding, Economic 
Analysis] (New York, 1941), p. 437; Marshall, 
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manifestation of repression and compen- 
sation. 

Perfect knowledge (or, at least some 
kind of knowledge or “‘certainty-equiva- 
lent’’)”® is generally postulated as a pre- 
requisite of competitive equilibrium.*° 
Professor Hayek has pointed out that the 
very concept of competitive equilibrium 
hinges on the assumption that the plans 
of individuals are based on “the expecta- 
tion of the same set of external events.”’ 
Identical expectations can hardly exist 
without correct knowledge and foresight. 
“Tt appears that the concept of equilib- 
rium merely means that the foresight of 
the different members of society is in a 
special sense correct.’’** This means that 
equilibrium is identical with perfect 
knowledge. It implies the absence of un- 


Principles (8th ed.), p. 615; J. Robinson, The Eco- 
nomics of Imperfect Competition (London, 1938), 
pp. 92 ff. 

29 T owe this term to Professor A. G. Hart. 


3° F. H. Hayek, Individualism and the Economic 
Order (Chicago, 1948), p. 95: ‘‘According to the 
generally accepted view, perfect competition pre- 
supposes... complete knowledge of the relevant 
factors on the part of all participants in the market.” 
(Italics added.) M. Kaldor, ‘‘A Classificatory Note 
on the Determinateness of Equilibrium,” Review of 
Economic Studies, 1, No. 2 (February, 1934), 123: 
**The assumptions under which modern economics 
has found it possible to determine the position of 


equilibrium ...are the following: 1. A_ closed 
economy... 2. Perfect knowledge... 3. Perfect 
competition ... 4. Direct exchange.” (Italics add- 


ed.) Marshall implies perfect knowledge as a 
prerequisite of equilibrium whenever he shows that 
the lack of it will prevent the immediate establish- 
ment of the “‘true” equilibrium rate or price (see 
Principles [8th ed.], p. 334: “‘. . . Every dealer who 
has a perfect knowledge of the circumstances of the 
market expects that price [the true equilibrium 
price] to be established”). If there is no perfect 
knowledge, if the buyers underrate the willingness 
of the sellers, or vice versa, a large number of transac- 
tions will take place at a higher or lower price than 
the equilibrium price; the latter will only be estab- 
lished at the close of the market if the knowledge 
of the market situation spreads and becomes 
perfect (see also ibid., Appendix F). 


3* Hayek, op. cit., p. 42. 


certainty and, thereby, of entrepreneur. 
ship in the sense of risk-taking. When- 
ever such knowledge is implicitly or ex. 
plicitly assumed, or whenever uncertain- 
ty is eliminated by assuming certain 
given actions and reactions, one of the 
most criticized features of our economic 
system, the risk-taking entrepreneur 
and his profit, is eliminated in thought.* 

Omniscience and perfect rationality 
are complementary concepts.* Omnis- 
cience is an age-old wish-dream of man- 
kind. Complete and exclusive rationality 
is an ideal of Western civilization. If 
man were omniscient, if he had “pre- 
science,” he would be like God or like the 


3 E. H. Chamberlin (The Theory of M onopolistic 
Competition [4th ed.; Cambridge, 1942], p. 6) 
makes a distinction between pure and perfect 
competition and assumes perfect knowledge only 
in the latter case. I contend that a model of pure 
competition cannot lead to an equilibrium position 
unless perfect knowledge is assumed. Monopolistic 
competition theory has introduced a methodological 
split into static equilibrium analysis. The real dis- 
tinction is not between competitive and imper- 
fectly competitive markets but between models 
which lead to determinate and those which lead to 
indeterminate solutions and market situations. De- 
terminate solutions can be arrived at only with the 
assumption of perfect knowledge, or, by assuming 
certain equivalents (like the assumptions that the 
rival’s policies will remain fixed) and thereby ex- 
cluding the effects of uncertainty which has the 
same effect as assuming omniscience. The real 
market situations are always indeterminate be- 
cause of the unpredictable effect of innumerable 
variables which have to be excluded in the theo- 
retical models by the assumption of perfect knowl- 
edge and perfect rationality. Wherever monopolistic 
competition theory accepts indeterminate solutions, 
it breaks with the rationalistic tradition because it 
abandons the assumptions of perfect rationality 
and omniscience and admits “‘irrational” elements 
like the effects of advertising, product differentia- 
tion, will to power, etc. It is fallacious to assume 
that the model of pure competition without per- 
fect knowledge can yield a determinate equilibrium 
solution. 


33 Knight, op. cit., pp. 48, 52, 76, 77. Cf. also 
O. Lange, “‘The Scope and Method of Economics,” 
Review of Economic Studies, XIII, No. 1 (1946-47); 
pp. 30, 33; L. Robbins, The Nature and Significance 
of Economic Science, pp. 90 ff. 
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intellectual image of God which human 
beings have formed. If man were able to 
penetrate the future, all uncertainty 
would be removed and many of the pre- 
dicaments and tragedies of human exist- 
ence would be eliminated. 

Omniscience and perfect rationality 
are closely interrelated because both im- 
ply the knowledge of the laws that gov- 
ern the universe. According to the ration- 
alistic philosophy of the Enlightenment, 
which underlies economic thought, the 
laws of nature are intelligible to man; if 
he acts on the basis of his insight into 
these laws, he will also act in an ethically 
positive way. Right and wrong, like true 
and false, can be understood by man with 
the help of his reason. Thus, if man were 
perfectly rational, he would also be omnis- 
cient and prescient because of his knowl- 
edge of natural laws. However, ignorance 
of the future, uncertainty, and irrational- 
ity are, indeed, basic characteristics of 
human life. May not the fantasy gratifi- 
cation of assuming omniscience and per- 
fect rationality be an attempt to com- 
pensate us for some of our main imper- 
fections and deficiencies? May we not try 
to create in our mind what we lack in 
reality? Economic theory, in so far as it 
uses concepts like perfect knowledge, 
perfect rationality and equilibrium, mod- 
els of perfect states or perfect competi- 
tion, may perform a function in our cul- 
ture such as compensatory fantasies do 
in the psychical household of neurotics 
and of “normal” persons. 

The problem of the validity of the eco- 
nomic ideas upon which I have tried to 
throw new light from the sociopsycho- 
logical angle is frequently raised. If some 
of the conceptsof economicthought arethe 
manifestations of psychological mecha- 
nisms, does this imply that they have no 
truth value? It is quite impossible to ask 
for the truth value of such concepts as 


value, equilibrium, and omniscience if 
truth is “the correspondence of language 
to reality.”34 Not values but prices are 
real. The observable fluctuations of 
prices, incomes, and production are real, 
not their alleged point of destination, the 
equilibrium position. The uncertainty 
about developments on the market is 
real, not the assumption of omniscience. 
It would be impossible to verify empiri- 
cally the concepts which we have investi- 
gated. The only question which can be 
asked is about the meaning of these con- 
structs. I believe that I may have illumi- 
nated this question by showing its socio- 
psychological aspects.*5 In addition to any 
other virtues they may have, these ideas 
perform a vital function in the culture by 
lessening tensions for the individual, by 
helping him to adapt himself to his envi- 
ronment. 

Finally, it should again be emphasized 
that for the most part the ideas I have 
discussed perform their function uncon- 
sciously. Few economists can be accused 
of conscious rationalization of economic 
and social institutions. The sociopsycho- 
logical approach to thought is not con- 
cerned with debunking. I have tried to 
uncover one of the aspects of the human 
struggle as manifested in systems of so- 

34 M. Horkheimer, Eclipse of Reason (New York, 
1947), Pp. 180. 


35 I do not contend, however, that the functional 
interpretation exhausts the meaning of these con- 
structs. Ideas have also an immanent meaning and 
can be examined within a purely logical frame of 
reference. Systems of thought must be based on 
certain axiomatic assumptions. ‘‘Realistic” phi- 
losophy assumes that these basic assumptions must 
conform to “reality.” According to the ‘‘nominalis- 
tic” approach, these axioms are hypotheses, arbi- 
trarily chosen (cf. K. Pribram, Die Entstehung der 
individualistischen Sosial philosophie (Leipzig, 1912], 
pp. 5 ff.). In both cases it is legitimate to ask why 
certain aspects of “reality” are chosen out of the 
infinite variety of perceptions, or why certain 
hypothetical assumptions are selected. This ques- 
tion can be answered by the sociopsychological 
method. 
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cial and economic philosophy. Man is 
thrown into a world in which he is help- 
lessly lost, exposed to incomprehensible 
forces, and compelled to live out an un- 
predictable and unmanageable destiny. 
In this situation he has to use all the in- 
struments at his disposal to make life 
livable. His ego, so weak and so powerful 
at the same time, uses the instrument of 
thought in its defensive war against the 


WEISSKOPF 


forces of life which threaten to overpower 
the individual. Through various defense 
mechanisms man tries to deal with some 
of the difficulties which beset his exist- 
ence. This process can be watched only 
with awe and humility. Anything else 
represents a misuse of the privilege of 
transcendent observation with which our 
species is endowed. 
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E plans for a national bank in 
Spain proposed by native and for- 
eign economists and statesmen re- 
main in manuscript form or lie buried in 
poorly indexed volumes. So far as I have 
been able to determine, they have never 
before been examined by an economist or 
historian. Since no venture was too com- 
plex or risky for the projectors and since 
there was no major economic problem 
that a national bank was not expected to 
solve, a study of the schemes will throw 
light on Spanish economic development 
—particularly during the great revival in 
1743-83, when banking plans flourished 
—and will narrow one of the wide gaps in 
our knowledge of Spanish economic 
thought. No plan envisaged spontaneous 
organization of a bank by private capi- 
talists; on the contrary, every projector 
leaned heavily on the state for financial 
assistance and moral support. Hence the 
schemes shed light on the role of govern- 
ment in the Spanish economy. The per- 
sistent recurrence of certain fallacies fur- 
nishes a key to serious flaws in the first 
charter and the early policies of the 
Bank of Spain. 

The Bourbon dynasty, which came to 
the Spanish throne in 1701, brought the 
active intervention in economic life to be 
expected of Louis XIV’s grandson. It 
also brought Alberoni and Ripperd4— 
prime minsters from Italy and Holland, 
respectively, two of the leading areas of 
Europe in public and private banking. 

‘I am deeply indebted to Milton Friedman, 
Warren C. Scoville, Robert S. Smith, Antonio 


Matilla Tascén, José Vergara Doncel, and Gladys 
D. Hamilton for helpful criticism of this article. 
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Nonetheless, the government apparently 
made no effort to establish a national 
bank in the first four decades of the 
eighteenth century; and the fact that no 
plans for a bank have come to light sug- 
gests that, if any were written, they 
failed to interest the king’s ministers.’ 
During this period Gerénimo de Uztériz, 
Miguel Zabala y Aufién, and Bernardo 
de Ulloa—three of the ablest and most 
influential economists in the annals of 
Spain*—produced their major works.‘ 


7H. T. Buckle categorically states (History of 
Civilization in England [New York and London, 
1934 ed.], II, 83) that a national bank in Spain 
was “‘first proposed by the Dutchman Ripperdé.” 
Buckle cited William Coxe (Memoirs of the Kings of 
Spain of the House of Bourbon (London, 1815 ed.], V, 
202), who says that in 1724 Ripperdé presented to 
the king of Spain a scheme for rehabilitating the 
American trade, wresting the Asiento from Great 
Britain, reorganizing the Philippine trade, and 
promoting internal development. “As a means 
of giving energy and movement to this extensive 
system, he suggested the plan of a bank at Madrid 
which was to allow five per cent. interest on all 
deposits of money. To form its fund, he proposed 
to transfer to it the treasure called St. Justus, for 
the relief of widows and orphans; and all the proper- 
ty of ecclesiastical establishments, intended for the 
purchase of additional revenues.” But the only 
support for Coxe’s statement was “‘interesting 
documents communicated to the British court by 
the Sicilian abbots.” My failure to find confirma- 
tory evidence in the Spanish archives leads me to 
doubt that Ripperd4 enthusiastically championed 
a bank, even if he suggested that one should be 
established. 


3Cf. André Mounier, Les faits et la doctrine 
économiques en Espagne sous Philippe V: Gerénimo 
de Ustériz (Bordeaux, 1919), pp. 183-86; Alexander 
Wirminghaus, Zwei spanische M erkantilisten: Geréni- 
mo de Ustiriz und Bernardo de Ulloa (Jena, 1886), 
pp. 62-88; ‘‘Second and Third Report from the 
Select Committee of the House of Commons on the 
Foreign Trade of the Country,” Quarterly Review, 
XXVI (1822), 523; Earl J. Hamilton, ‘“The Mer- 








Though all of them set forth elaborate 
plans for economic development through 
governmental action, none advocated a 
national bank. Neither did José Garcia 
Caballero in his Breve cotejo y balance de 
las pesas y medidas (Madrid, 1731), de- 
cidedly the best work on Spanish money 
published in the first four decades of the 
eighteenth century. Juan de Cabrera, the 
only outstanding economist in whose 
writing I have been able to find any dis- 
cussion whatever of a national bank in 
this period, recognized the theoretical 
desirability of a bank but argued that 
practical difficulties would “make this 
undertaking impossible.’ 

The long and bitter War of the Spanish 
Succession (1702-14), postwar readjust- 
ment, and political problems in the in- 
fancy of the new regime probably were 
the reasons why a national bank was not 
considered in the first two decades of the 
eighteenth century. The great exaggera- 
tion of the evils of John Law’s System® 
and the almost universal failure to under- 
stand its advantages may explain the 
lack of interest during the next two dec- 
ades. The satisfactory behavior of money 
and the stability of commodity prices 
during the entire period’ also discouraged 
the government from founding a bank 
and economists from concocting schemes. 


cantilism of Gerénimo de Uztédriz,” in Economics, 
Sociology and the Modern World (Cambridge, Mass., 
1935), pp. 126-29; Annals of Congress, (18th Cong., 
1st sess. [Washington, 1856]), pp. 693-94. 

4Gerénimo de Uztériz, Thedrica y prdctica de 
comercio y de marina (Madrid, 1724); Miguel Zabala 
y Aufién, Representacién al Rey N. S. D. Felipe V 
(Madrid, 1732); Bernardo de Ulloa, Restablecimiento 
de las fabricas y comercio espanol (Madrid, 1740). 

5 Crisis politica (Madrid, 1719), pp. 126-27. 

® Cf. Uztariz, op. cit. (1753 ed.), p. 87; Archivo 
Histérico Nacional (hereafter abbreviated as 
“AHN” ), Estado, Leg. 3329, No. 177. 


7Earl J. Hamilton, War and Prices in Spain, 
1651-1800 (Cambridge, Mass., 1947), pp. 36-54, 


137-51. 





316 EARL J. HAMILTON 


A threefold rise in the ordinary expense 
of the crown during the reign of Philip V 
(1701-45) chronically unbalanced the 
budget.* Philip’s lavish outlay on his 
imitation of Versailles at la Granja, the 
work on the present royal palace at Ma- 
drid, the strong diplomatic pressure to 
place Spanish princes on Italian thrones, 
and finally the Wars of Jenkins’ Ear and 
of the Austrian Succession (1739-48) 
sharply increased extraordinary expendi- 
tures. Additional revenues had to be 
raised; and since the collection of taxes 
has never been easy in Spain, this prob- 
lem was serious. Seizing this opportunity, 
Teodoro Ventura de Argumosa Gandara 
proposed, in 1743, that a private com- 
pany be chartered to farm all the royal 
revenues. He promised, if the proposal 
met with approval, to submit a plan for 
an affiliated commercial bank (banco de 
comercio), “‘the need for and advantages 
of which, it would be useless to discuss 
here.’’? Presumably this adjunct to the 
tax-farming company would also be 
owned and operated by private stock- 
holders. This may have been the first 
time a prominent Spaniard ever suggest- 
ed a national bank under private owner- 
ship and control.'® 

The Marquis of Ensenada, the great 
mercantilist statesman who largely de- 
termined the economic policies and con- 

§ In a memorandum to Ferdinand VI on June 18, 
1747, the Marquis of Ensenada pointed out that on 
several occasions the finance ministers of Philip V 
had estimated that royal revenues would have to 
rise by one-third to cover ordinary peacetime ex- 
penditures (Antonio Rodriguez Villa, Don Cenén de 
Somodevilla, Marqués de la Ensenada (Madrid, 
1878], p. 45). 

9 Erudicion politica: Despertador sobre el comercio, 
agriculiura y manufacturas (Madrid, 1743), PP- 
436-40. 

© But inasmuch as a search of the Spanish 
archives has failed to uncover the banking project 
or any reference to it, it seems either that the de- 


tailed plan was never prepared or that it made little 
impression. 








fin: 
les: 
the 
onl 
me 
wel 
but 


wa: 
Sp 


anot 
sion 
scrif 


1697 
the 
banl 
that 
the 

















PLANS FOR A NATIONAL BANK IN SPAIN 317 


trolled the government of Spain in 1743- 
54, considered establishing a national 
bank as an instrument for the fiscal re- 
forms and economic development he was 
striving to promote. Disregarding, in 
typical Spanish fashion, the century-old 
municipal deposit banks at Barcelona, 
Valencia, and Saragossa, he requested 
the Marquis of Puerto, Spanish ambassa- 
dor to the Netherlands, to seek a model 
in the leading institutions of northern 
Europe. “With great difficulty,” Puerto 
obtained complete information on the 
foundation, organization, and operation 
of the banks of England, Sweden, Am- 
sterdam, Rotterdam, Hamburg, and 
Copenhagen. Then in response to in- 
structions from Ensenada, he prepared 
an elaborate plan for royal banks. On 
December 21, 1747, Puerto sent his “Key 
to the Useful Project for Establishing 
Banks in Spain” to Carvajal y Lancas- 
ter, a leading member of the Council of 
State, and to Ensenada.” 

The study of other public banks did 
not dampen Puerto’s originality; nor did 
residence in one of the most conservative 
financial centers in Europe curb his reck- 
lessness. He professed to use as his model 
the Bank of England, established not 
only “fcr the convenience and profit of 
merchants and the growth of trade,” as 
were the other institutions he examined, 
but also for “the benefit of the king.’’* 
But what Puerto actually drew upon 
was his knowledge of international trade, 
Spanish economic life, and the crying 

"AHN, Estado, Leg. 3229, No. 177. Unless 
another reference is given, the subsequent discus- 
sion of Puerto’s proposal is based on this manu- 
script copy of his plan. 

"In his Discourse concerning Banks ((London, 
1697], pp. 1-6), Sir Theodore Janssen had said that 
the Bank of England was one of the few public 
banks established for convenience and income and 
that it was the only bank issuing notes payable to 


the bearer on demand. Perhaps its benefit to the 
crown was too well known to mention. 


need for the exploitation of Spain’s neg- 
lected mineral resources and maritime 
opportunities. One could hardly imagine 
an institution less similar to the Bank of 
England or, for that matter, any other 
public bank in Europe. The closest anal- 
ogy in recent history was John Law’s 
System, which Puerto denounced as a 
horrible example of what a bank should 
not be. 

Puerto advocated five autonomous 
royal joint-stock banks at Madrid, 
Cadiz, Mélaga, Bilbao, and Barcelona. 
They would have a charter for nine 
years, either terminable or indefinitely 
renewable for equal periods at the option 
of the stockholders. While the nominal 
capital would be five million vellon 
pesos* in thousand-peso shares, gifts of 
thirty shares to the king and twenty to 
the queen would make the initial paid-up 
capital 4,950,000 pesos. This would be in- 
creased by an annual reserve for contin- 
gencies, particularly for “losses on the 
construction and purchase of vessels.” 
Even more unusual for that time was the 
stipulation that a part of the earnings 
would be plowed back. In the beginning 
the capital would be divided equally 
among the five banks, but it would be re- 
apportioned from time to time according 
to needs. The earnings would be pooled. 
Anticipating great difficulty in raising 
the capital, Puerto recommended that 
tax farmers, cities and large towns, and 
newly entailed estates be forced to pur- 
chase at least one share each. Further- 
more, the king should persuade grandees, 
lesser noblemen, secular and ecclesiasti- 
cal communities, residents in the Ameri- 
can colonies, the king of Sicily, and the 


™3A vellon peso was an accounting unit of 15 
reals 2 maravedis, or approximately three-quarters 
of the standard piece of 8 silver, or 20 vellon, reals, 
adopted by Congress, upon Hamilton’s recommen- 
dation, as the United States dollar. 
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prince of Brazil to invest. Foreigners 
would be not only permitted but encour- 
aged" to purchase shares. Barely men- 
tioned, at the tail of the list, merchants 
were regarded as poor prospects. Private 
bankers and dealers in exchange were not 
mentioned at all. 

Since the banks would not have the 
privilege of note issue and little use was 
then made of checking accounts, their 
operations would be limited by their 
capital and primary deposits. To build 
up their loan funds, money belonging to 
minors and sums impounded under liti- 
gation would have to be deposited in the 
royal banks. Presumably they would 
hold public revenues, though Puerto 
failed to say so. A monopoly on bills of 
exchange would force private bankers to 
keep money in the banks. The require- 
ment that all gold and silver imported 
from the Indies be placed in the banks 
was expected to give them automatic 
control over specie exports. Puerto 
thought that it would be desirable to 
grant them a monopoly on mortgage 
loans in order to check the alarming pas- 
sage of land into mortmain through fore- 
closure of ill-advised loans by idle-rich 
moneylenders. Both directly and through 
affiliated pawnshops, the royal banks 
would lend on land, merchandise, indus- 
trial raw materials, commercial paper, 
and pawns. The ample supply of working 
capital thus made available would pro- 
mote agriculture, industry, and com- 
merce. The rate of interest would be uni- 
form at 6 per cent a year, regardless of 
economic conditions, the banks’ reserves, 
or the type of loan. The banks would pay 
I per cent a year on demand deposits and 
5 per cent on time deposits." One per 

1 Through guaranties against seizure in peace 
or war, full voting privileges, and the right of their 
heirs to inherit the stock. 


ts The more liberal attitude of the Church toward 
interest made it no longer necessary, as it had been 





EARL J. HAMILTON 


cent above the highest rate paid in any 
other country, the interest on time de. 
posits would attract funds from all 
Europe. To encourage time deposits by 
Spaniards, the king should “decree that 
this will not derogate from the nobility, 
as is usual in England, Holland, Sweden, 
Venice, and Genoa, where the highest 
ranks engage in trade.” 

Each bank would be governed by a 
board of directors, with the number of 
members determined by the functions to 
be supervised. Half the elected directors 
would represent the nobility and the 
other half businessmen. Doubtless re- 
garding himself as a “practical man,” 
Puerto cautioned the stockholders to 
“beware of dreamers and theorists.” Ex- 
cept for a semiannual conference of two 
delegates from each bank, to discuss 
common policies, and for the general 
meetings of stockholders, no provision 
was made for central administration or 
the co-ordination of the banks’ activi- 
ties. All dividends voted by the stock- 
holders would be subject to royal approv- 
al.'7 Although the failure of the English 
king to raid the Bank of England had 
lessened the traditional fear of monarchs 
as bank robbers, the king of Spain would 


in the sixteenth and seventeenth centuries, to resort 
to the subterfuge of purchases and sales of annuities 
to disguise interest on loans and deposits. 


6 One share of stock would entitie the owner to 
one vote at the regular semiannual meetings of 
stockholders, always to be held at Madrid, and at 
special meetings, where one of the banks was located. 
For every five shares, without limit, the holder 
would have two votes. Puerto emphatically denied 
that the crown would control or ‘‘even meddle 
with” the banks. Yet in addition to the twelve 
votes of the king and eight of the queen for their 
complimentary shares, the king would appoint 
two directors for the Madrid bank and one for 
each of the others; and the queen would name one 
director for each bank ‘‘to look after the interests 
of the crown.” 


'7 As in the case of all other Spanish companies 
at that time. 
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take an oath not to touch the assets of 
the royal banks. 

The loans, deposits, and other passive 
functions were minor features of Puerto’s 
plan. Compared with him, most projec- 
tors have been extremely timid in assign- 
ing banks an active role in economic de- 
velopment. Even John Law did not out- 
do him in willingness to take long chances 
in an effort to stimulate material prog- 
ress. The bank at Madrid would be con- 
ceded all the mines in Spain except the 
iron mines, then satisfactorily managed, 
and all the undeveloped mineral re- 
sources in America. Puerto realized that 
most of the closed mines were not operat- 
ing “because of a lack of entrepreneurs or 
because of failures.” Yet the Madrid 
bank would experience no difficulty and 
run no risk. Mining engineers from Liége 
would supply the technical knowledge, 
and slaves purchased from the Portu- 
guese in West Africa would provide the 
labor force to restore and work the 
mines. The output of precious metals in 
peninsular Spain would rise threefold. 
Organized around the Guild Merchant, 
which dominated the American trade, 
the bank at Cadiz would take over the 
monopoly on exports of slaves to the His- 
panic colonies and the privilege of send- 
ing one merchant vessel to America every 
year on the same terms the English re- 
ceived under the Asiento contract in 
1713. Vessels owned and operated by the 
Cadiz bank would carry the slaves from 
Portuguese West Africa. Surplus Negroes 
could be sold to the Madrid bank for use 
in the mines. Apparently ignorant of the 
disappointing returns on the slave-trad- 
ing monopoly since its inception, even 
when in the hands of experts like the 
English,* Puerto expected this conces- 

8 Cf. Jean O. MacLachlan, Trade and Peace with 


Old Spain, 1667-1750 (Cambridge, 1940), pp. 
59-77, 122ff.; Elizabeth Donnan, ‘“‘The Early 


sion to revive the Spanish merchant 
marine and to yield high profits. 

To the bank at Bilbao would be given 
a monopoly on the whale and cod fish- 
eries. This would restore the fleet, which 
had largely disappeared, and utilize the 
skill of Spanish fishermen, exploited by 
the French since Spain lost her ports and 
rights in Newfoundland under the Trea- 
ty of Utrecht."® Spain could keep at home 
the 1,500,000 pesos a year being spent for 
foreign fish. Since English sea power 
would preclude fishing until the end of 
the war, the Bilbao bank would have the 
exclusive privilege of trading with Bue- 
nos Aires until peace was restored.*® The 
bank at M4laga would have a monopoly 
on trade with the Philippines and the 
Marianas. Spain would obtain porcelain, 
jewels, fine textiles, spices, drugs, and 
dyes on extremely favorable terms. The 
Malaga bank would carry goods to and 
from the East in its own vessels. The 
revenues derived from the reorganized 
trade would provide 500,000 pesos a year 
for the cost of governing the Philippines 
and Marianas, and the bank would reap 
enormous profits. The Barcelona bank 
would exploit the low-cost salt works on 
Ibiza and Formentera, in the Balearics, 
and export the product to northern 
Europe. It would also have a monopoly 
on the exportation of wine from the 
Canary Islands. To protect the natives 
against monopolistic exploitation, the 
Barcelona bank would always have to 
pay for each grade of wine the average 
price in the Canary Islands during the 
preceding five years. 





Days of the South Sea Company, 1711-18,” Journal 
of Economic and Business History, IL (1929-30), 
443-59. 

*9 Actually Spain had lost her foothold off the 
Grand Banks much earlier (H. A. Innis, The Cod 
Fisheries [New Haven, 1940], pp. 92-94). 

#° Why the British navy would not also nullify 
this concession is not clear. 
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The royal banks would have a monop- 
oly on grain exports when harvests were 
superabundant and on imports when 
they were deficient. By providing marine 
insurance—hitherto largely obtained 
abroad—the banks would close one of the 
largest outlets of specie from the realm. 
Each bank would deal in domestic and 
foreign exchange and maintain agents 
and brokers in all the large cities of 
Europe to carry out financial transac- 
tions and buy and sell goods. 

Puerto’s banking system—miner, 
grain-trader, wine-dealer, shipowner, 
slave-trader, cod- and whale-fisher, im- 
porter of oriental goods, salt-brewer and 
exporter, banker, and exchange-dealer— 
would have been one of the most gigantic 
and diversified business enterprises the 
world had ever known. But one cannot 
agree that the unparalleled concessions 
would have meant that ‘‘no bank in the 
world can be as powerful and safe as 
these five.” On the contrary, the hetero- 
geneous, world-wide, and _ inherently 
risky concessions almost certainly would 
have spelled disaster. 

The relatively long era of peace in 
1749-61 and the prudent administration 
of Ferdinand VI checked the increase in 
governmental expenditures. A rise in 
specie imports from the New World 
forced commodity prices moderately up- 
ward and automatically raised the yield 
of the sales taxes and ad valorem customs 
duties. The general prosperity and relief 
from budgetary difficulties brought a lull 
in banking projects.“ In his Proyecto 


21 In a scheme for rebuilding the army and navy 
without increasing the tax burden, presented to 
Ferdinand VI in 1751, the Marquis of Ensenada 
spoke vaguely of establishing a “bank” (“Repre- 
sentacién hecha al Sr. D. Fernando VI,” Semanario 
erudito de Valladares, XII [1788], 261-63). But 
apparently he was thinking of the collection and 
custody of taxes and of foreign remittances by a 
new branch of the royal treasury. 


econémico, written in 1762,” Bernardo 
Ward, the great Irish-born economic ad- 
viser of Ferdinand VI, who had spent 
several years traveling through the lead- 
ing nations of Europe searching for 
means to revive the economic life of 
Spain, presented the next important 
banking plan. Wiser than the officers of 
the Bank of Spain were to be a quarter- 
century later, Ward realized that the 
crown should construct highways, canals, 
canalization works, and other internal 
improvements. But he would leave the 
remainder of the economy in private 
hands. “The keystone to the wealth and 
prosperity of the kingdom is that every 
landowner’”’—regarded by Ward as the 
dynamic factor not only in agriculture 
but in the entire economy—“‘shall have 
... all the money he needs to improve 
his estate: in arable land, trees, pumps 
for irrigation, commercial establish- 
ments, factories, and handicrafts.”’ By 
drawing into use the millions of pesos 
“buried in strong boxes without produc- 
ing anything,” a land bank in each of the 
119 sales-tax districts would solve the 
financial problem.” 

Since the land banks would be an in- 
tegral part of Ward’s economic plan for 
Spain, his Committee on Improvements 
(Junta de Mejoras), charged with the exe- 
cuticn of his general scheme, would chart 
the details for their organization, prepare 
a prospectus for moneyed men and land- 
owners, and supervise their operations.” 
But Ward roughly outlined the founda- 
tion and policies of the banks. On a fixed 
date lists would be opened in each of the 
sales-tax districts for loan applications 
and for stock subscriptions in shares of 


™ Published posthumously at Madrid in 1779. 

23 Proyecto econémico, p. 18. 

24A precursor of Sir William Beveridge’s Na- 
tional Investment Board (cf. Full Employment in a 
Free Society |London, 1944], pp. 178, 271). 
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50, 100, 500, or 1,000 doubloons.** Sub- 
scribers would be given six months to pay 
for their stock outright in coin, and bor- 
rowers would have six months in which 
to prove their unencumbered title to the 
land offered as security. The subscrip- 
tions for stock would automatically limit 
the loans, and unsatisfied applications 
would be filled in the order received.?’ 
Since loan funds would be secured ex- 
clusively through the sale of stock, which 
the bank would not redeem under any 
circumstances, no reserve would be kept 
or needed. Furthermore, the banks could 
not “incur a deficit through overexten- 
sion of credit or the infidelity of their of- 
ficers.”” A bookkeeper and a cashier, paid 
by the royal treasury and responsible to 
the Committee on Improvements, would 
operate each bank. The stock would re- 
ceive a fixed dividend of 4 per cent. Inas- 
much as Ward spoke of the cost of opera- 
tion as a net burden upon the crown, pre- 
sumably the interest rate would also be 
4 per cent; for with this return on the 
stock, a higher rate on loans would have 
gone to the crown and thus covered at 
least a part of the expenses. The loans 
would be like “the national debts of Eng- 
land and Holland. That is, the debtor 
cannot be obligated to pay the principal 
but only the interest.”’ But the borrower 
might pay off the debt whenever he 
wished.?* 

*S A gold coin roughly equivalent to four dollars 
in United States currency of 1791. 


*To prevent fraud in the future, holders of 
mortgages would be required to file them in a 
registry to be kept in each city where a bank was 
located; and a central registry would be maintained 
in Madrid if this proved feasible. For failure to 
register a mortgage within the prescribed time, the 
holder would lose his prior lien as against a subse- 
quent obligation to one of the land banks (Ward, 
Proyecto econémico, p. 21). 


77 The possibility that the supply of funds might 
exceed the demand for loans did not occur to Ward. 


** Ward, Proyecto econdémico, pp. 21-23, 27. 
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The banks would lend only upon real 
estate and not more than 20 per cent of 
its value. Furthermore, each borrower 
would assume unlimited joint liability for 
the loans in his district. “Since so many 
improvements are needed in the king- 
dom, the Committee on Improvements 
will not consent for any to be made with 
a bank loan that will not probably yield, 
after the first few years, at least twice the 
interest on their cost.” In all cases the 
Inspectors-General (Comisarios de Visi- 
tas), Ward’s central planning bureau, 
would have to certify the utility of the 
contemplated improvements before a 
loan application might be considered. 
Hence the banks could not possibly fail 
“through adversity or bad manage- 
ment.” They would not depend upon 
“claims against the sovereign which may 
be suspended in a national emergency.’’”? 
They are “‘as safe as the very existence of 
the nation.” Invasion of England or Hol- 
land by a hostile power would jeopardize 
their banks. “ But banks like ours, found- 
ed on the land of the kingdom, cannot 
fail without the extermination of the 
landowners. So long as there are Span- 
iards in Spain, these banks will be 
sound.’’3¢ 

Moreover, the bank stock could easily 
be monetized. If the king were to order 
his treasurers and tax receivers to redeem 
the stock at face value, it would become 
a more acceptable medium of exchange 
than the bank notes of England or Hol- 
land. The attraction of hoarded gold and 
silver into circulation, in exchange for 
bank shares, would raise the price of the 
stock and lower the rate of interest. The 

*» Ward did not share the common fear that a 
national bank would not be safe under an absolute 
monarch, for the king would have no reason to tam- 
per with contracts between lenders and borrowers. 


And by their very nature the land banks would be 
intermediaries for this type of contract. 


3° Ward, Proyecto econémico, pp. 19-24. 
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money in circulation would rise by 
(1) the amount of bank stock, (2) the 
dishoarded specie exchanged for stock 
(which presumably, but illogically, would 
not replace the specie in hoards), and 
(3) dishoarded funds spent directly 
on improvements. “‘The increased circu- 
lation will put a million unemployed 
hands to work, and they will make the 
improvements of which we speak.’’ Un- 
cultivated land would also be drawn into 
use, yielding valuable produce for manu- 
factures or exports. Curiously, Ward did 
not explicitly consider, as had John 
Law, whether the growth in output 
from the utilization of idle factors of pro- 
duction would counterbalance the in- 
crease in monetary circulation and thus 
prevent a rise in commodity prices. But 
Ward must have thought so, for he ar- 
gued that the balance of trade would be- 
come favorable, ‘which hitherto Spain 
has not known.” Public revenues would 
rise, and internal commerce would flour- 
ish.# 

In 1766, the year that unbearably high 
living costs led the masses to revolt in 
Madrid and the provinces,** Vicente Viz- 
caino Perez proposed*4 a Universal Com- 
pany or Public Bank, to combat the evils 
of usurious mortgage loans by individu- 
als and to make provisions abundant at 
reasonable prices. There would be a par- 
ent-institution in Madrid and branches 
in all seaports and provincial capitals. 
The company, or bank, would have a 

3*Earl J. Hamilton, ‘‘Prices and Wages in 
Southern France under John Law’s System,” 
Economic History Supplement to the Economic 
Journal, III (1934-37), 448-49. 

3 Ward, Proyecto econémico, pp. 25-27. 


33 Hamilton, War and Prices, pp. 158-59. Grain 
prices had approximately doubled in the preceding 
three years (#bid., pp. 183, 194, 254-55). 

34 Discursos politicos sobre los estragos que causan 
los censos ... comercio fomentado y general abundancia 
de comestibles en Espatia (Madrid, 1766). 


monopoly on internal and external trade 
in wheat and would also deal in barley. 
Regardless of the harvest or state of the 
market, the bank would buy the wheat 
crop at 28 reals a fanega and sell it at 29 
reals.55 Since the gross profit would be 3} 
per cent (on the assumption of one turn- 
over a year) and one-half of 1 per cent 
would cover all costs [sic], stockholders 
would receive 3 per cent on their invest- 
ment. Prohibition of mortgage loans by 
individuals and dishoarding, induced by 
confidence in this enterprise, would pro- 
vide 2,879,555,866 reals of capital—or 
more than nine times the excessive capi- 
talization that was to involve the Bank 
of Spain in serious difficulties twenty 
years later.** The business risks taken by 
stockholders would clear their con- 
sciences of the taint attached to loans 
under triple contracts and to time de- 
posits with the Five Greater Guilds.*’ 
Vizcaino Perez argued that generous ad- 
vances of working capital would make 
agriculture, industry, and commerce 
flourish; but the institution, which he in- 
discriminately referred to as a “com- 
pany” or as a “bank,” was primarily a 
grain trading venture on joint stock. 


38 This was one real above the legal maximum 
price but one and a half reals below the average 
market price in New Castile in 1762, the year Ward 
was writing (Hamilton, War and Prices, pp. 188, 
250). 

To establish an ever-normal granary, the bank 
would store wheat in good years, export it when the 
granaries overflowed after a succession of heavy 
yields, and import it when repeated crop failures 
threatened to exhaust the stores (Vizcaino Perez, 
Discursos politicos, pp. 202-21). 

36 Earl J. Hamilton, ‘“The First Twenty Years 
of the Bank of Spain,” Journal of Political Economy, 
LIV (1946), 124-25, 140. 

37 This was looked upon as a great advantage, 
even though a royal decree of July 4, 1764, had 
legitimized interest on time deposits so far as the 
civil law was concerned. 


38 Discursos politicos, pp. 158-331. 
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In his Caffé politique d’ Amsterdam,” 
Roch-Antoine de Pelissery reports that 
in 1766 and again on February 17, 1769, 
he presented to the Spanish government 
a detailed plan for the establishment of 
a Royal Bank of Castile, with a parent- 
bank at Madrid and branches in all sea- 
ports. The bank would be capitalized at 
$40,000,000,‘ almost as large a capital as 
the Bank of England then had. Since 
neither the crown nor private investors 
could alone provide such a huge sum, 
each would contribute half. The sale of 
20,000 shares of stock at $1,000 would se- 
cure the private capital; and a lottery in 
life-annuities, with 200,000 tickets selling 
at $100, would provide the royal share. 
A syndic and four directors, chosen by 
the crown from the holders of six or more 
shares of stock, would manage the 
bank." These officers would meet every 
fifteen days to determine policies. Two 
of the directors, who would serve alter- 


nately in pairs for periods of six months, 
and the syndic would execute the policies 
and pass upon loan applications. The 
parent-bank would appoint all the em- 
ployees, determine the policies, and su- 


Published at Amsterdam in 1776 under the 
pseudonym of Charles Elie Denis Roonptsky. 


“ That is, pesos of 8 reals in national silver, or 
20 vellon reals, adopted as the United States dollar. 
In this article a dollar mark invariably stands for 
this peso. 


“The syndic would receive the princely salary 
of $8,000 a year, and each director would draw 
$5,000. Thomas Willing, the first president of the 
First Bank of the United States, received $3,000 a 
year. “The salary of the president of the Bank of 
Pennsylvania was $3,000, while the Farmers and 
Mechanics’ and the Bank of North America each 
paid $2,500 to their respective presidents” (J. T. 
Holdsworth, The First Bank of the United States 
[Washington, 1910], pp. 26-27). The Bank of Spain 
paid the directors of provisions—full-time officers— 
$4,000 a year in 1784-85, and everyone looked 
upon this as a very high salary (AHN, Estado, Leg. 
3196). 
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pervise the operations of the branches.” 
Since the stockholders would have no 
power whatever, Pelissery made no pro- 
vision for them to meet. 

From its capital the bank would lend 
money at 3 per cent a year on bills of ex- 
change and promissory notes maturing 
in not more than twelve months. Since 
the proceeds of the loans would not be 
left on deposit but withdrawn in cash, 
the bank’s capital would limit the vol- 
ume of commercial loans. The bank 
would lend deposits up to two-thirds the 
value of real estate at 1 per cent, with the 
principal amortizable in twenty-five 
equal annual instalments. These deposits 
would be transferable by check but 
might never be withdrawn in cash. So no 
reserve would be required.** Deposits 
would be legal tender in all wholesale 
transactions, purchases of real property, 
and liquidations of debts incurred for 
these purposes. The penalty for refusal 
to accept them at par would be confisca- 
tion.‘ Deposits would not be legal tender 
for wage payments, retail trade, pur- 
chases from artisans or factories, taxes, 
land rent, or house rentals. Realizing in 
1769, as the framers of Peel’s Bank Act 
would fail to do in 1844, that a rise in 
bank deposits increases the quantity of 
money, Pelissery maintained that mone- 
tization of unencumbered land through 
loans of deposits would double the cur- 
rency and the volume of transactions.“ 


42(Roch-Antoine de Pelissery], Café d’Amster- 
dam, I, 288, 324, 326-30, 334, 336, 339, 344, 347- 

43 Deposits might also be secured in exchange for 
specie, which presumably would be held as a re- 
serve. But Pelissery recognized that the bank 
could obtain very little specie in this way. 

44 For writing a check without a deposit to cover 
it, the penalty for obtaining goods under false pre- 
tenses would apply. 

45 To what extent this would result from utiliza- 
tion of idle factors of production, Pelissery does not 
say. 
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Agriculture, industry, domestic com- 
merce, and foreign trade would thrive. A 
favorable balance of trade would keep 
American gold and silver in the realm.” 

During the first twenty years the pri- 
vate stockholders would receive all the 
profits above the service charge on the life- 
annuities. Afterward their stock would 
be paid off in permanently blocked bank 
deposits, and all the profits would go to 
the crown. The debts of the cities, prov- 
inces, and nation would be refunded by 
the bank at 3 per cent; and continuation 
of interest payments at the existing rate 
for twenty-five years would liquidate the 
obligations. The Royal Bank would fur- 
nish the means for the crown to buy and 
operate all the mills in the kingdom. But, 
unlike most of his predecessors, Pelissery 
would not have the bank itself engage in 
any business except banking. Profits on 
the bank and on the mills would make it 
possible to abolish the hated sales taxes 
and all other internal levies.*’ 

In 1771 an anonymous plan, taken se- 
siously enough for the French ambassa- 
dor to send a copy to Paris and for the 
Foreign Office to preserve it,** suggested 
methods for economic development, fis- 
cal reform, and revival of the colonial 
trade. To provide the necessary funds, 
the key problem for the scheme, as for so 
many others, the author proposed the 
foundation of a Royal Bank at Madrid, 
with a branch at CAdiz and in other 
cities if this one proved successful. The 
Royal Bank would be capitalized at 
100,000,000 vellon reals—or $5,000,000, 
one-eighth the figure advocated by Pelis- 
sery—and wholly owned by the crown. 
This sum could be raised by transferring 

4 [Roch-Antoine de Pelissery], Caffé d’Amster- 
dam, I, 254, 288-89, 296-97, 335, 439-43, 439- 

“" Ibid., pp. 264, 325, 332-33, 337-38. 


“Archives des Affaires Etrangéres, Paris, 
Fonds divers: Espagne, Registre 207, fols. 60-69. 
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to the bank the resources and the func- 
tions of the Real Giro, the division of the 
treasury that made foreign remittances 
for the government, and by assigning 
“what the confiscated goods of the Com- 
pany of Jesus are yielding.”’ The organi- 
zation of the bank would be adapted to 
the Spanish form of government and to 
the economic circumstances of the coun- 
try, both of which “differ radically from 
those of the nations where similar estab- 
lishments are in operation.’’4 

All public funds would be deposited in 
the bank, and all sums held in trust or 
escrow would have to be kept there. Pri- 
vate individuals might deposit money 
and transfer or withdraw it at will. For 
this service businessmen and dealers in 
exchange (cambisias) would pay the flat 
sum of too reals every six months, and 
other private individuals would pay 50 
reals, regardless of the size of their bal- 
ances or the number of their transac- 
tions. Copying the Bank of Amsterdam, 
the projector would force businessmen to 
keep their funds in the bank by requir- 
ing, under penalty of 2,000 reals from 
each party, that all payments of bills of 
exchange, notes, contracts, or property 
transfers exceeding 1,000 reals be made 
through the bank. For notarizing a con- 
tract involving a payment of more than 
1,000 reals outside the bank, a notary 
would lose his remunerative post and be 
forced to pay the institution 22,000 reals. 
Since the purpose of the bank was to 
promote industry and commerce, it 

49 The bank would be administered by a presi- 
dent and three directors appointed by the crown 
and by deputies [presumably two] of the auxiliary 
sales tax, serving as ex officio directors, who would 
be responsible to the minister of state and be com- 
pletely independent of all other ministries, includ- 
ing finance. Although the volume of business trans- 
acted by CAdiz, the great entrepédt of American 
trade, would be much greater than in the capital, 


the branch would “obey instructions” from the 
parent bank and report weekly on its operations. 
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would discount bills of exchange on Ma- 
drid or Cadiz and promissory notes ma- 
turing in not more than three months 
and lend on real estate mortgages. It 
would also advance funds to the crown 
on liens against dependable revenues. 
The interest rate would be 4 per cent on 
private loans and 3 per cent on advances 
to the government. Since the unfavor- 
able trade balance of Spain and her 
American colonies necessitated specie ex- 
ports, the Royal Bank should be given 
this monopoly. “But it may not under 
any pretext dabble in any other business 
unless experience proves the necessity of 
altering this rule.’’s° 

For the first time in the three hundred 
years since banking schemes emerged in 
Castile, a projector clearly recognized the 
theoretical desirability of restricting a na- 
tional bank to purely banking func- 
tions.* 

The bank would be of great service to 
the crown by transferring funds between 
Madrid and CAdiz. It could also validate 
the worthless warrants given to the hold- 
ers of his predecessors’ bonds on which 
Charles III had defaulted in 1760. The 
warrants would be exchanged for “‘vales”’ 
issued by the bank; and from the profits 
of this institution—estimated at 15,000,- 


Archives des Affaires Etrangéres, Paris, 
Fonds divers: Espagne, Registre 207, fols. 61-63, 67. 


Although Francois Cabarrés, the founder of 
the Bank of Spain, was only twenty-one years old in 
1771 and although he stated ten years later that his 
first banking project was drafted in 1781 (AHN, 
Estado, Legs. 3196 and 3219), the similarity of the 
language renouncing participation in business to that 
used in the corresponding clause of the plan for the 
Bank of Spain, concern over a balanced budget, 
advocacy of a monopoly on specie exports, interest 
in the trade with America, and the fact that the 
French ambassador sent the plan to Paris suggest 
that Cabarraés may possibly have written this 
scheme. That he was interested in banking, trade, 
and finance in 1771 and that he was brilliant and 
precocious enough to have drafted the project 
should not be overlooked. 
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ooo reals a year—the vales would be re- 
deemed by iot at par until all were ex- 
tinguished. The vales would not have a 
forced circulation; nor would they even 
pass as money. They might be sold only 
for whatever they would bring in the in- 
vestment market. Profits from the Royal 
Bank would also make it possible to re- 
form the degraded coinage. In the event 
of war the bank would be of incalculable 
value. “It is notorious that in this case 
our maritime commerce is interrupted; 
and the greater part of the treasure is 
blocked in America, for merchants do not 
dare take the risk of losing it in naviga- 
tion to Spain.” The American specie 
would be held for the bank at Mexico 
City and Lima, and the owners paid for 
it in six-month drafts, “with wartime 
rates for freight, duties, and insurance 
deducted.” The specie would be left in 
America until the end of hostilities or 
until “there is a safe opportunity to 
bring it home. This will be highly benefi- 
cial to the national economy and even 
more profitable to the bank.’’s 

Alarmed over the volume of mortgage 
loans outstanding, Pascual Martinez 
Lucas proposed in 1774%4 that 13 per cent 
of the principal be repaid annually by all 
debtors. To provide an alternative in- 
vestment for the ecclesiastical endow- 
ments and other lenders, the government 
should establish a Public Bank. The 
“huge funds” it would have could be 
used for “‘a general commercial establish- 
ment, new factories, and other improve- 
ments.” An affiliated Agricultural Credit 
Bank would lend cash to farmers at 2 per 

5? Whether the drafts would circulate freely and 
thus fill the void is not clear. 


53 Archives des Affaires Etrangéres, Paris, Fonds 
divers: Espagne, Registre 207, fols. 64-65, 67-60. 

54“‘Discurso politico sobre la reduccién de los 
censos y establecimiento de los montes de piedad” 
(MS in the Biblioteca de la Academia de la His- 
toria, Madrid), fols. 1-46. 
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cent and grain at 3 per cent, and the 
liens would have priority over all other 
claims except obligations to the crown. 

In 1777 Count Campomanes, one of 
the most influential economists and 
statesmen of the eighteenth century, re- 
printed the banking scheme of Francisco 
Martinez Mata, originally published in 
1650, with long footnotes commenting fa- 
vorably on agricultural credit banks, sav- 
ings banks, and commercial banks. Cam- 
pomanes also praised the banking opera- 
tions of the Five Greater Guilds of Ma- 
drid, which where chartered in 1686 and 
began soon afterward to take deposits at 
moderate rates of interest (usually 23-3 
per cent) for use in their business.** Cam- 
pomanes said that “the establishment of 
banks is well worth considering but not 
of a national bank that may lead to vio- 
lence as in the speculative System of 
Law.’’* Inasmuch as he was president of 
the Council of Castile in 1781-82, when 
the project that gave rise to the present 
Bank of Spain was being considered, his 
knowledge of banks and recognition of 
their useful functions were doubtless in- 
fluential. 

On September 17, 1777, Juan de 
Bouligny, a leading merchant and diplo- 
mat,5? submitted a “Preliminary Plan for 


55In a memorandum to Charles III (‘‘Al Rey 
Nuestro Sefior D. Carlos III’’) on January 19, 1775, 
Juan Antonio de los Heros Fernfndez spoke of the 
Five Greater Guilds of Madrid as a ‘National 
Bank: solid, secure, useful, and advantageous to the 
nation and its vassals.” He described the foreign 
exchange operations of the Guilds through their 
correspondents in “London, Amsterdam, Hamburg, 
and all Europe.”’ De los Heros also discussed loans 
to the crown by the Guilds and their savings bank 
functions (Semanario erudito de Valladares, XXVI 
[1790], 234-35, 249, 260-61, 263). 

5° A péndice a la educacién popular, TV (Madrid, 
1777), 31-58. 

57As minister plenipotentiary, Bouligny ne- 
gotiated a treaty of amity and commerce with the 
sultan of Turkey on September 14, 1782, under 
extraordinarily difficult circumstances (Gazeta de 
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the Establishment of a Royal Bank and 
Exchange Office.” In reality it was not a 
plan but only an effort to demonstrate 
that Spain needed a national bank more 
than any other country in Europe. 
Through cheap and abundant money and 
manipulation of exchange rates, it would 
strengthen her internal economy and end 
her economic subservience to foreign 
powers. Since Spain had no national 
bank, the interest on loans, when obtain- 
able, was so high one could never repay 
the principal. Able to secure loans at 4 
per cent and mercantile credit at 6-8 per 
cent, agriculturalists and manufacturers 
in countries with national banks were 
supplying Spain with four-fifths of the 
goods shipped to the colonies. Further- 
more, foreign merchants had a strangle 
hold on the importation of the articles 
into Spain. Spanish importers attempt- 
ing to compete had to buy goods on 
credit, with nominal interest at 5 per 
cent, until the treasure fleets returned 
from America; but the pesos with which 
the debt was paid contained one-third 
more silver than those in which it was 
contracted, thus making the true interest 
rate 38 per cent. Alien merchant-lenders 
also had Spanish farmers at their mercy. 
Although nominally without interest, 
loans cost farmers 20-50 per cent for nine 
months or less; for they were forced to 
let their creditors have their harvests at 
far less than they would have brought 
had there been no compulsion to sell. 
Much worse was the fact that their ad- 
vances to finance cultivation enabled the 
foreign merchants to dictate what was 
produced on Spanish farms. As arbiters 
of foreign exchange rates, alien financiers 
controlled the wealth of Spain and her 
American colonies. Economic decadence 


Madrid, 16-20 de Enero, 1784, pp. 59-60, 69 f,; 
Francois Rousseau, Régne de Charles III d’ Espagne 
[Paris, 1907], II, 252-53). 
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and depopulation were bound to result. 

Although himself an active economic 
planner,” Bouligny doubted that plan- 
ning, regulations, and controls could ever 
put Spanish agriculture, industry, and 
commerce on their feet without the bank 
to supply working capital at low cost. 
The Royal Bank was the only remedy for 
chronic external depreciation of Spanish 
money, a problem upon which econo- 
mists and statesmen had lavished atten- 
tion for more than two centuries.® The 
precious metals had only “‘a conventional 
value” at home but were merchandise 
abroad. The leading economic powers 
had to have them for their commerce 
with Asia, Africa, and Turkey; for the 
manufacture of gold- and silverware; and 
for trade in jewelry and plate. Spain 
should reap the natural advantage of her 
control over most of the world output, 
“as monopolistic merchants exploit their 
opportunity,” by selling bullion to other 
countries as dearly as possible. Only by 
establishing the Royal Bank and giving 
it the exclusive privilege of exporting 
specie could Spain benefit from her mo- 
nopoly. Then, instead of paying 97,095,- 
941 reals (or almost $5,000,000 in United 
States currency) a year in tribute to for- 
eigners through exchange depreciation, 
Spain would gain considerably from ex- 
change appreciation. The drop in foreign 
remittances would increase monetary cir- 
culation, raise effective demand, and 


AHN, Estado, Leg. 3229, No. 173. 


%On August 27, 1777, he had presented an 
elaborate plan for the utilization of wool and 
restoration of the Segovian woolen industry (AHN, 
Estado, Leg. 3229). 


% On May 21, 1772, Charles III, one of the most 
honest kings who ever sat on the Spanish throne, 
secretly instructed the superintendents of the Cas- 
tilian mints to debase the standard gold and silver 
coins, ostensibly because the same perfidy in other 
European countries had kept exchange rates against 
Spain for decades (Hamilton, War and Prices, 
pp. 66-68). 
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thus stimulate economic activity. Failing 
to realize that exchange appreciation, 
even within the narrow limit of the specie 
import point, would tend to decrease ex- 
ports, Bouligny argued that exports 
would rise with production; and, appar- 
ently ignorant of the quantity theory of 
money, he maintained that the precious 
metals would “accumulate without lim- 
it.” The bank would also combat the lack 
of rainfall and navigable rivers—two of 
the greatest national deficiencies—by 
providing the means to dig canals for ir- 
rigation and navigation.“ In short, the 
banking plan would furnish the key to 
economic regeneration.” 

On February 5, 1778, Bouligny pre- 
sented his definitive plan for a “‘ National 
Bank and Exchange Office,” with the 
parent bank at Madrid, branches at con- 
venient locations in Spain, and agencies 
wherever needed at home or abroad. In 
the preliminary plan he had accepted the 
traditional view that a privately owned 
national bank could not operate in a 
monarchy. In the definitive plan he pro- 
vided that if the royal treasury lacked 
the means or the inclination to invest, 
the crown should either force the Five 
Greater Guilds to lend a million pesos for 
the bank at the lowest rate of interest it 
paid on time deposits or raise the funds 
for a private institution by selling shares 
at 5,000 or 10,000 vellon pesos.** Wheth- 
er publicly or privately owned, the Royal 
Bank would be administered by a direc- 
tor-intendant, appointed by, and re- 
sponsible to, the crown.** He would 

* Bouligny does not indicate whether the bank 


would anticipate the Bank of Spain’s great mistake 
of undertaking to dig or administer the canals. 


& AHN, Estado, Leg. 3229, No. 173. 
% Thus making the shares about $3,750 or 
$7,500in United States currency. 


$4 If the bank were privately owned, there would 
be an annual meeting of stockholders to review 
operations and discuss policies. One share would 
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choose all employees,® except an inspec- 
tor-general, named by the king, to audit 
the books and watch for irregularities.” 

The bank would pay 23 per cent a year 
on deposits for three years, 2} per cent 
for two years, 2 per cent for one year, and 
“‘a moderate mercantile interest to be de- 
termined by the director-intendant”’ for 
shorter terms. The bank rate on loans to 
farmers or businessmen and on discounts 
of bills of exchange would be uniform at 
4 per cent for natives and 5-6 per cent for 
foreigners. The branches and agencies in 
cities trading with America would study 
the prevailing methods of financing ex- 
ports to the New World® and lend native 
exporters all they could spare without 
diminishing their contribution to the 
bank’s main objective: to promote the 
expansion of domestic business and agri- 
culture. All trust funds, sums held for in- 
vestment by private and ecclesiastical 
endowments, and money impounded in 
litigation would be held by the bank. To 
secure adequate loan funds in the prov- 
inces, the post offices and receivers of 
provincial taxes would be required to de- 
posit their money in the branches and 
agencies. Although Bouligny pointed out 
that in foreign countries bank notes had 
proved satisfactory substitutes for spe- 
cie, his national bank would not have the 
privilege of note issue. Neither would it 


entitle the holder to one vote, five shares to two 
votes, and ten or more shares to three votes. But 
with all power lodged in the director-intendant, 
voting would have been a hollow privilege. The 
stockholders could have functioned only in an 
advisory capacity. 

6s He would receive a commission of 4 per cent 
on the interest on loans and the profit on foreign and 
domestic exchange, out of which he would have to 
pay the salaries of all employees and the postage on 
all correspondence. 

AHN, Estado, Leg. 3230, No. 49. 

6? Thrown open that year to most important 
ports in Spain after having been confined to Seville 
or CAdiz since 1503. 


expand the circulation by creating de- 
mand deposits. In fact, Bouligny’s ex- 
planation of how interest on deferred 
payments of bills of exchange through 
the bank could be avoided by holding de- 
posits to meet them shows he expected 
that few businessmen would have check- 
ing accounts. In addition to the benefits 
promised in the preliminary project, the 
final plan stressed assistance to the state 
in emergencies. Bouligny estimated the 
earnings at 27.4 per cent on the invest- 
ment, derived equally from domestic and 
foreign exchange and from loans and dis- 
counts. To induce investment by busi- 
nessmen if the bank were private, 
Bouligny also promised that stockholders 
might borrow up to one-half the par 
value of their shares at any time, thus 
maintaining liquidity while enjoying fan- 
tastic returns. 

On March 21, 1778, the Madrid chap- 
ter of the Royal Economic Society (Real 
Sociedad Econémica de Amigos del Pais) 
raised its powerful voice in favor of a Na- 
tional Bank. It would “combat the de- 
pression that has been felt so far this year 
and extended over almost all of last 
year,” when “only one firm in Madrid 
has discounted commercial paper and 
bills of exchange.”’ The bank would also 
keep in the kingdom large sums being 
paid to foreigners for interest on loans. 
“This establishment would be of ines- 
timable value and would serve as a 
monument to the enlightenment of the 
eighteenth century.’ 

“To remedy . . . the miserable state of 
the greater part of our arts and crafts,” 
on September 7, 1779, Miguel Gerénimo 
Suérez y Nufiez, archivist of the Royal 
Commission on Money, Commerce, and 


* AHN, Estado, Leg. 3230, No. 49. 


Py Memorias de la sociedad econémica, III (Ma- 
drid, 1787), “Memoria sobre el recogimiento y 
ocupacién de los pobres,” p. 13. 
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Mines”? (Junta General de Comercio, 
Moneda y Minas), sent Floridablanca, 
the prime minister, a rough sketch for a 
Grand Bank of Manufactures. Su4rez y 
Nujfiez’s travels throughout Spain in 
1766 and 1769-70 investigating deca- 
dence in the silk industry for the crown, 
his active participation in the promotion- 
al activities of the Royal Economic So- 
ciety, and his experience as the founder 
and manager of a royal factory (Real 
Fabrica de la Concepcién) at Puerto de 
Santa Maria had convinced him that 
monopolistic privileges, exemptions, im- 
portations of foreign artisans, and the 
other mercantilist expedients then in 
vogue in renascent Spain could never 
build up national industry. So long as 
artisans lacked the capital to buy foreign 
and domestic raw materials and so long 
as there was no effective demand for their 
wares at prices that would cover all costs 
and afford a “decent” return upon capi- 
tal, arts and crafts would remain stag- 
nant. Beginning with three or four select- 
ed industries, the bank would stimulate 
manufactures (1) by buying foreign and 
domestic raw materials in adequate 
quantities at the most propitious season 
and selling them to artisans when need- 
ed, with 3 per cent profit; and (2) by tak- 
ing the finished wares off the market in 
unlimited amounts at remunerative 
prices and selling them, presumably to 
wholesalers, on a 3 per cent margin. The 
assured market for raw materials and 
manufactures would greatly increase the 
production of both. One per cent on the 
combined sales would pay all salaries and 


Suarez y Nufiez edited and translated into 
Spanish twelve folio volumes on science and tech- 
nology entitled Memorias instructivas y curiosas 
sobre agricultura, comercio, industria, economia ... 
(Madrid, 1778-91) and wrote Tratado legal theérico 
¥ practico de letras de cambio (2 vols.; Madrid, 
1788-89), one of the best treatises on foreign ex- 
change published in Spanish before 1800. 


other expenses of operating the bank and 
leave profits of 5 per cent for the stock- 
hoilders!”* Suarez y Nufiez failed to speci- 
fy where the bank would be located, how 
much capital it would have, or how it 
would be administered. These and other 
details would be supplied if Floridablan- 
ca wished.” But with a banking project 
of his own to promote, Floridablanca was 
hardly inclined to encourage this unreal- 
istic proposal. 

Count Floridablanca, the prime minis- 
ter in 1777-92, turned bank projector in 
the spring of 1779. Since he was one of 
the most powerful political figures in the 
annals of Spain, his plan deserves special 
attention. With virtually unlimited au- 
thority, Floridablanca could dispense 
with the elaborate explanations and ex- 
travagant claims put forth by other pro- 
jectors to gain a hearing from the king’s 
ministers. Neither was it necessary to de- 
fend the scheme before a royal commis- 
sion of businessmen and high officials. 
But Floridablanca, who remained a nov- 
ice in financial matters throughout his 
long premiership, sought criticism and 
advice from Miguel de Muzquiz, his fi- 
nance minister, and, since trade with 
America was involved, from José de Gal- 
vez, his colonial minister. On June 17, 
1779, Floridablanca sent Muzquiz and 
Galvez a proposed decree chartering 
a National Bank—written, amended 
throughout, and rewritten almost entire- 
ly in his own hand.’ Revised in the light 
of their criticism, a second draft that 
Floridablanca was willing “to wager is 
free from ambiguities” was prepared by 

™ After the first year, when a reserve against con- 
tingencies would be accumulated. Any surplus that 


might accrue after this would be distributed at five- 
year intervals. 


™ AHN, Estado, Leg. 3230, No. 40. 
73 The minor fraction not in his own handwriting 


is in that of his favorite private secretary, who wrote 
the final copies of most of his state papers. 
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June 24. Conferences among the three 
ministers followed until the end of the 
month; and after a lull during the sum- 
mer, on October 15 a third draft, entitled 
“Provisional Regulations of His Majesty 
for the Foundation and Management of 
a National Bank in Spain and America,” 
was submitted to Muzquiz and Galvez.’4 
In so far as available records show, the 
scheme then dropped out of sight. 

The original objectives of Florida- 
blanca were (1) to finance the increased 
commerce with America expected in 
peacetime as a result of the Free Port 
Act (Libre Comercio) of the previous 
year; (2) to secure funds for the royal 
treasury in wartime, without “extraor- 
dinary and unbearable taxes” or “op- 
pressive usury”; and (3) to prevent a 
commercial crisis and ensuing depression 
in case the long-brewing war with Eng- 
land should end shipments of specie from 
the American colonies. After the war 
broke out, on June 23, attention was 
focused almost exclusively on the third 
objective. Since the great majority of the 
goods exported to America, which ac- 
counted for a high percentage of domes- 
tic and foreign commerce, were bought 
on credit until the treasure fleets re- 
turned, a war with England in 1739-48 
(and to a lesser extent in 1718-20) had 
precipitated wholesale bankruptcies 
among colonial traders and helped to 
generate a severe commercial crisis. The 
scarcity of money resulting from specie 
exports from Spain, over land routes that 
remained open while access to Mexico 
and Peru was blocked, forced commodity 
prices downward, in spite of the upward 
pressure of war, and intensified the de- 
pression.”> The obvious preventive of 
bankruptcy among colonial traders was 


7 AHN, Estado, Leg. 3230, No. 40. 
78 Hamilton, War and Prices, pp. 148-49, 217-18. 


for the national bank to lend them funds 
to pay their debts, and the remedy for 
the shortage of currency was for the bank 
to issue notes equivalent in value to the 
bullion pent up in America. Hence the 
bank would lend its notes at 1} per cent 
a year, until the war was over or until 
treasure could be brought under safe 
convoy, to pay debts in Spain, provided 
the borrower would (1) pledge bullion in 
America equivalent in value; (2) mort- 
gage real estate in Spain of one-third 
greater value; and (3) give a blanket lien 
on “his person and all his other wealth.” 
The. bank would also enjoy a priority 
over all other holders of liens against its 
debtors’ assets. Until the bullion could be 
shipped to Spain, the bank notes would 
be redeemable in specie at the end of each 
year for a fee of 3 per cent or renewable 
for another year for 13 per cent—a dif- 
ferential obviously intended to keep the 
bank notes in circulation. When the hy- 
pothecated treasure arrived, the borrow- 
er would have to pay his debt in specie 
within a month.” In addition to the 1} 
per cent fee for the annual renewal of 
bank notes and to 14 per cent interest on 
the loan, the bank would receive a fee of 
3 per cent when the debt was paid. Hence 
on notes remaining in circulation until 
the end of the war, it would earn 3} per 
cent per annum if the conflict lasted four 
years or 3¢ per cent if it lasted five.” 
The bank notes would be payable to 
bearer and, according to the first draft 
of the bank charter, would be legal 
7 Not only the borrower but colonial officials and 
customs houses would notify the bank when the 
bullion arrived; and the House of Trade, at CAdiz, 
through which al! treasure imports from the New 
World had to pass, would be forbidden to deliver 


pledged specie before the owner had paid the bank 
(AHN, Estado, Leg. 3230, No. 49). 

7 Floridablanca estimated that the war would 
last four or five years but said that there were rea- 
sons to believe it might be shorter. Actually it lasted 
more than four years but less than five. 
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tender for all purposes except retail 
trade, wages or salaries, current taxes, 
and purchases of grain or other food 
from farmers or shippers. The second 
draft of the charter made bank notes 
legal tender for debts incurred for any 
of these purposes.”® 

The national bank would be wholly 
owned and operated by the crown, and 
the parent institution would be located 
at Madrid. The original draft provided 
for branches in the leading cities and sea- 
ports such as Cadiz, Seville, Granada, 
Malaga, Alicante, Valencia, Barcelona, 
Bilbao, and Santander. But owing to the 
scarcity of resources, pointed out by 
Muzquiz, the second draft reduced the 
number of branches in Spain. The third 
draft eliminated them entirely but, per- 
haps owing to the persuasiveness of Gal- 
vez, provided for branches in Mexico 
City, Lima, and Buenos Aires. Florida- 
blanca originally proposed capitalization 
at the fantastic sum of $50,000,000, his 
estimate of the bank notes needed to re- 
place the public and private treasure that 
would accumulate in America if the war 
should last five years. This was three and 
one-third times the highly excessive capi- 
tal destined to involve the Bank of Spain 
in serious difficulties in the next decade. 
Yet Floridablanca wrote Muzquiz on 
June 17 that an utter lack of resources 
was the greatest obstacle to be overcome; 
and a memorandum of June 26 in 
the handwriting of Muzquiz, doubtless 
meant for Floridablanca, said that ‘“‘the 
principal difficulty consists in finding the 
initial money needed to found the bank, 
because to meet the urgent needs of the 


In the original version of the first draft Flori- 
dablanca had specified that bank notes would be 
accepted as money everywhere, “since they can 
be redeemed in money” (AHN, Estado, Leg. 3230, 
No. 49). But realizing that coins would probably be 
inadequate for unlimited redemption, he deleted 
this provision. 


royal treasury in the last six months of 
the year, one must have the treasure of 
the Holy Places, the funds deposited in 
C4diz belonging to the deceased in Amer- 
ica, the funds of merchant guilds, and 
loans from the Five Greater Guilds—all 
this is essential to cover expenses in the 
last half of the year.’’’? Consequently, 
Floridablanca deleted all provisions for 
capital in his original draft except re- 
tained earnings and a lien on all royal 
revenues, particularly the income from 
the tobacco monopoly, “the most flour- 
ishing of all,’’ presumably for the protec- 
tion of note-holders and depositors. Com- 
pulsory deposits of all sums in the royal 
treasury, surplus funds of the municipali- 
ties, money embargoed in litigation, and 
private and ecclesiastical deposits would 
provide loan funds and reserves for note 
issues. “To avoid the losses incurred by 
the failure of private banks,” the second 
draft of the charter gave the national 
bank a monopoly on deposits in Madrid 
and wherever branches might be located. 
When sanctioned by the board of gover- 
nors and approved by the crown, the 
bank might borrow money at the going 
rate of interest on mortgage loans, not to 
exceed 3 per cent in Spain or 4 per cent 
in America. Endowments, entails, and 
trust funds might be loaned to the 
bank.*° 

The ministers of state, finance, and 
colonies, that is, Floridablanca and his 
advisers Muzquiz and Galvez, would 
make all the arrangements for the estab- 
lishment of the bank. The institution 
would be administered by a president, 
who would be the chief executive officer, 
and by two directors, each of whom 
would have a bookeeper, cashier, and 


77 AHN, Estado, Leg. 3230, No. 26. 
8° Tbid., No. 49. 
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treasurer® serving with him in rotation 
for periods of six months. This wasteful 
rotation, a common feature of Spanish 
corporations at that time, served as a 
primitive auditing device. These officers 
would constitute the board of governors 
and meet with the oldest deputy in the 
Cortes and the attorney-general every 
six months to recommend changes in 
policies to the crown. The president and 
active officers would meet at least once a 
week to review operations and formulate 
plans.* 

To encourage private subjects and cor- 
porate bodies to keep their funds in the 
bank, Floridablanca provided for de- 
posits to be held, withdrawn, transferred 
to another person locally, or remitted to 
any other Spanish city where a branch 
was located without any cost whatever. 
When deposits were withdrawn, the 
payee would receive not coin but bank 
notes exempted by a special stamp from 
the fee for annual renewal. For transfers 
to cities where the bank had no branches 
but did have a correspondent, the cur- 
rent charge for bills of exchange would be 
exacted.*3 

There are strong reasons to believe 
that Floridablanca planned a permanent 
institution, not a mere instrument to fi- 
nance the increase in trade expected to 
follow the Free Port Act or to meet the 


8*To hasten the beginning of operations, the 
Five Greater Guilds would make loans, issue notes, 
and act as treasurer until the initial officers and 
staff could be assembled and physical equipment 
procured. 


8 In emergencies the inactive members would 
be summoned. One of the directors would be a lay 
nobleman or commoner and the other a business- 
man. The crown would appoint the president and 
the directors until arrangements could be perfected 
for the classes they represented to select them. The 
branches would be controlled by the parent insti- 
tution, and presumably its officers would appoint 
their personnel. 


83 AHN, Estado, Leg. 3230, No. 49. 


fiscal emergency of war. Without this as- 
sumption, it would be difficult to explain: 
(1) the lack of any time limit on the pro- 
posed charter; (2) the provision for the 
bank notes to remain in circulation after 
repayment of the debts out of which they 
would arise; and (3) the requirement in 
the second draft of the charter that the 
bank’s officers study the possibility of 
developing agriculture, industry, and 
commerce. 

The arrival of a rich treasure fleet from 
New Spain, success in borrowing sub- 
stantial sums in Holland, and the use of 
mercantile credit to defray the initial war 
expenditure afforded temporary relief 
from financial stringency but failed to 
provide the treasury with funds to found 
the bank. It was largely due to the lack 
of resources in the fall of 1779 that Flori- 
dablanca_ reluctantly abandoned his 
banking project. By the following sum- 
mer the financial stringency reappeared, 
and the need for external resources be- 
came particularly acute. To meet this 
emergency, Francois Cabarris, the pre- 
cocious and brilliant French-born projec- 
tor, statesman, merchant, and financier 
—then on the threshold of his meteoric 
career—stepped forward to form a syn- 
dicate of Dutch, French, and Spanish 
financiers to furnish the royal treasury 
9,000,000 vellon pesos in specie or bills of 
exchange in return for 9,900,000 vellon 
pesos of government paper money bear- 
ing interest at 4 per cent.*4 

Since the major objectives of the paper 
money—to fill the void in the circulation 
caused by the British blockade of sea 
lanes to America and to provide the 
crown with sinews of war—were also the 

8+ Archivo del Ministerio de Hacienda, Negociado 
130, Leg. 1, Atados 1-2; AHN, Sala de alcaldes de 
casa y corte, Lib. 1368e, fols. 386-90; Archivo 
General de Simancas, Secretaria de hacienda, Leg 


359; Mercurio histérico y politico, III (Septiembre, 
1780), 88-104. 
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chief wartime purposes of Floridablanca’s 
projected national bank, he must have 
looked upon the paper money as an ac- 
ceptable alternative. That the new cur- 
rency was a substitute for Floridablan- 
ca’s national bank notes is also suggested 
by (1) the rough equivalence of the issue 
to Floridablanca’s estimate of the specie 
that would be left in America in each 
year of war and (2) the identical legal- 
tender status of the paper money and of 
the proposed bank notes, except for the 
acceptability of the former for taxes and 
public dues. 

To intensify the siege of Gibraltar, 
“the British thorn in Spanish feet,”’ and 
to outfit an expedition to recover Minor- 
ca, on March 20, 1781, an additional is- 
sue of 5,303,100 vellon pesos of paper 
money was authorized. To maintain this 
currency at par with specie, Floridablan- 
ca prepared a decree for the establish- 
ment of a redemption office and even ear- 
marked gold imported from Portugal for 
the initial reserve. But when “‘a commis- 
sion of treasury chiefs and officials that 
met in the home of the Governor of Cas- 
tile recommended the new issue of paper 
money without any provision for its re- 
demption,” Floridablanca withdrew his 
decree and “‘angrily proclaimed that he 
would never again be involved in fiscal 
affairs in order not to be an instrument 
or a witness of our misfortunes” and to 
avoid the danger “of being blamed for 
them.”’*s The paper money, which had 
begun to depreciate shortly after the first 
issue, fell sharply. To combat this depre- 
ciation, promote industry and trade, 
farm the army and navy uniforms and 
provisions, make foreign remittances for 
the crown, and execute commissions from 
the government, the bank proposed by 

*s“Memorial presentado al Rey Carlos III,” 


Biblioteca de autores espaftoles (Madrid, 1867), 
LIX, 334. 





Francois Cabarriéis on October 12, 1781,*° 
was chartered on June 2, 1782. It began 
operations on June 1, 1783, and (under 
different titles) has continued as the 
Bank of Spain until the present.*’ But as 
in England, the charter for what proved 
to be the definitive central bank did not 
put an end to banking schemes; and 
Floridablanca encouraged at least one of 
the projectors. 

In response to a written request from 
Floridablanca, with whom he had “‘dis- 
cussed the idea,” Miguel (Michael) 
O’Kearney, an immigrant in business at 
Alicante, submitted on August 27, 1782, 
a plan for a Royal Bank of issue, to be in 
effect a branch of the royal treasury. The 
bank would not make loans, deal in do- 
mestic or foreign exchange, or perform 
any other banking function whatever ex- 
cept the issue and redemption of notes. 
The parent institution would be at Ma- 
drid, and redemption offices would be es- 
tablished in seaports and provincial capi- 
tals. The bank would issue 50,000,000 


8¢In writing over his signature. When Cabarrés 
submitted his resignation as a director of the Bank 
of Spain on February 24, 1788, he said: “‘I have 
worked since May, 1781 for the foundation or for 
the conservation” of the Bank; and in his ‘“Memoria 
s[ob]re los medios de acelerar y asegurar la formacién 
del banco,” on August 18, 1782, Cabarrds said that 
he began to work for the establishment of the Bank 
“fourteen months ago,” that is, in June, 1781 
(AHN, Estado, Leg. 3219). An anonymous and 
undated memorandum advocating a bank, at- 
tributed by some archivist to ““Torrecilla” (Joaquin 
de Torrecilla, a prominent member of the Royal 
Economic Society), bears a striking resemblance to 
the plan for the Bank of Spain drafted by Cabarras, 
particularly in the strong denunciation of the Five 
Greater Guilds, insistence on the privilege of 
farming the army and navy provisions, and the 
estimate of earnings (AHN, Estado, Leg. 3196). 
One wonders whether Cabarris may not have 
written this memorandum in May or June, 1781. 

87 Earl J. Hamilton, ‘‘War and Inflation in Spain, 
1780-1800,” Quarterly Journal of Economics, LIX 
(1944-45), 40-43; ““The Foundation of the Bank 
of Spain,” Journal of Political Economy, LIII 
(1945), 99-114. 











vellon pesos of notes ranging from 300 to 
10,000 pesos, payable to order or to bear- 
er, redeemable in specie at the will of the 
holder, and legal tender for all payments 
throughout the Spanish Empire. About 
30,000,000 pesos of the bank notes would 
be used to retire the paper currency from 
circulation,** and the remaining 20,000,- 
ooo pesos would be available to the gov- 
ernment without interest. The holders of 
paper money would be allowed three 
months in which to present it for redemp- 
tion in bank notes, and the officers and 
employees of the Royal Bank would 
“‘persuade”’ the recipients to keep the 
notes rather than to claim specie. 
O’Kearney recognized that peasants, 
above all others, would need to have 
their confidence in the bank notes built 
up in this way.* 

Beginning three to five years after the 
end of the war, 5,000,000 pesos of the 
bank notes would be retired from circula- 
tion annually for ten years, presumably 
from the proceeds of taxes. The Royal 
Bank would be dissolved as soon as the 
notes were extinguished, but in no case 
would it last more than fifteen years. 
Confidence in the bank notes and the 
success of the institution would depend 
upon a specie reserve of 10 per cent dur- 
ing the first six months, and the whole 
first year would be a critical period. If 
necessary, the king might resort to a 
forced loan “‘for one year of all the funds 
in the country held on deposit,”’ that is, 
in trust. One wonders how the govern- 
ment possibly could have provided suffi- 
cient specie to enable the Royal Bank to 
redeem 50,000,000 pesos of noninterest- 
bearing notes at sight when it had been 
absolutely unable to maintain an ade- 

8§ An issue of 14,799,900 pesos authorized on 


June 20, 1782, had raised the paper money in circula- 
tion to slightly more than 30,000,000 pesos. 


8 AHN, Estado, Leg. 3210. 
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quate—or even any—redemption fund 
for 30,000,000 pesos of paper money 
drawing interest at 4 per cent. The finan- 
cial stringency in the summer of 1782, 
when the war with England was nearing 
its climax, and the discouragingly slow 
progress of Cabarris in raising capital for 
the Bank of Spain gave O’Kearney a 
golden opportunity.*° Nonetheless, his 
scheme apparently fell on deaf ears. An 
utter lack of specie reserves for the bank 
notes may have been the main reason. 
On July 1, 1783, Innocenzo Balduvino 
Stacchini” sent a plan for a privately 
owned National Bank (“‘soto titolo Na- 
zionale”’) to Floridablanca from Florence. 
To solve the problem of raising capital, 
the great stumbling block for Spanish 
banking schemes since the reign of Philip 
II, Stacchini would sell half the stock in 
shares of $72, payable in thirty-six 
monthly instalments of $2, small enough 
for “artisans and citizens to meet.” 
“Merchants and noblemen”’ would be of- 
fered the remaning half in shares of $144 
and would also have the privilege of pay- 
ing in thirty-six monthly instalments. 
Furthermore, the stock would incorpo- 
rate a lottery feature, a powerful magnet 
to Spaniards, then as now. The bank 
would have $5,184,000 of paid-up capital 
and would issue $12,000,000 in notes. It 
would discount commercial paper, deal 
in foreign and domestic exchange, and 
lend to industry and agriculture. As earn- 
ings accrued, the stockholders would 
have their investment reimbursed by in- 
stalments, with one-third in cash and 
%” Archivo del Ministerio de Hacienda, Negociado 
130, Leg. 1, Atados 1-2; Archivo General de 
Simancas, Secretaria de hacienda, Legs. 358-59; 
AHN, Estado, Legs. 3196, 3219; Archivo del Banco 


de Espafia, Armario B, Relacién 127, Lib. 848, 
fol. 21. 

* He identified himself as a nephew of Tomasso 
Stacchini, who had been a secretary of Charles Ill 
in Sicily. 
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two-thirds in bank notes. Shares selected 
by lot would also receive large prizes. 
The Bank of Spain was firmly enough 
established for Floridablanca to shunt 
Stacchini’s scheme to the directors for 
advice. In a memorandum of August 7, 
1783, Cabarras characterized the project 
as chimerical. He argued that, with high 
and certain costs and low and uncertain 
returns, it would be impossible to raise 
capital. On August 16, 1783, the board of 
directors indorsed the memorandum and 
sent it to Floridablanca.” Apparently the 
initial success of the Bank of Spain and 
the persuasive pen of Cabarrds killed 
Stacchini’s plan, for a search of the Span- 
ish archives has failed to uncover further 
consideration of it. 

Although not a banking project, a cu- 
rious monetary scheme of one Sieur Saint 
Laurent merits passing notice. On Janu- 
ary 11, 1784, when the public debts ac- 
cumulated in the wars since 1776 were 
causing alarm in England, Holland, 
France, and Spain, Saint Laurent pro- 
posed to Floridablanca an international 
issue of platinum money in large denomi- 
nations sufficiently overvalued to pay off 
the entire national debts of these coun- 
tries. As the possessor of rich mines in 
America, Spain would profit from pro- 
ducing and coining the platinum as well 
as from the high seigniorage. A treaty 
would bind England, France, Holland, 
and Spain to accept the money and en- 
title them to share the profits. On Febru- 
ary 5, J. F. Bourgoing, secretary of the 
French embassy at Madrid and a keen 
observer of Spanish economics and poli- 
tics, wrote Vergennes that Floridablanca 
favored Saint Laurent’s plan but wanted 
to secure the entire profit for Spain, the 
chief owner of platinum deposits. Saint 

* AHN, Estado, Leg. 3196; Archivo del Banco 


de Espafia, Secretaria, Leg. 655, No. 126; Acuerdos 
dela junta directiva, Lib. 131, fols. 232-38. 
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Laurent insisted that his project would 
not work in Spain alone, and perhaps it 
was on this account that Bourgoing in- 
formed Vergennes on March 1 that 
Floridablanca’s enthusiasm for the 
scheme was waning. Yet as late as March 
9 Bourgoing reported that Floridablanca 
still viewed the proposal with surprising 
favor, and on August 6 the French em- 
bassy took the trouble to copy the plan 
and send it to Paris.®’ Platinum was not 
dear in 1784, but paper was much cheap- 
er. What net advantage the overvalued 
platinum could have had over paper 
money is not clear. 

After the armistice with England in 
January, 1783, foreign trade revived, 
government borrowing declined, peace- 
time industry flourished, and the bullion 
pent up in Hispanic America during the 
four-year blockade rushed into Spain. 
The huge capital of the Bank of Spain— 
the most gigantic business undertaking 
in the country’s history—found eager 
buyers; and, at least on paper, the stock 
earned handsome profits. Wild specula- 
tion in the Bank’s stock developed at 
Paris, Geneva, and Madrid in 1785 and 
again at Paris the following year. The 
Bank won the confidence of the govern- 
ment and of the mercantile community, 
and its functions and activities steadily 
expanded. With correspondents through- 
out the country, a branch in Cadiz, and 
an agency in Paris, it played an impor- 
tant role in the economic life of the coun- 
try. After the disclosure of concealed 
losses on the army and navy contracts 
and the ill-fated effort to recoup the out- 
lay by a heavy purchase of French gov- 
ernment bonds on the eve of the Revolu- 
tion, the Bank fell into evil days. But 
until the end of the century it was too 

% Archives des Affaires Etrangéres, Paris, Corre- 


spondance politique: Espagne, Registre 612, fols. 
74-77, 105-6, 181, 208; Registre 613, fols. 37-44. 
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strong for any projector to propose, or 
any minister to consider, chartering a 
rival institution. Not until voluntary and 
involuntary advances to the government 
in the wars that began in 1793 had ab- 
sorbed practically all the Bank’s assets, 
and the Napoleonic invasion in 1808 had 
disrupted economic life, did another 
banking scheme come to light. 

The banking projects of the eighteenth 
century mirrored the economic condi- 
tions of the country: a scarcity of capital 
that led to provisions for public owner- 
ship, forced investment, a note issue 
based on land, deposits inconvertible 
into coin, or a lottery feature; mountain 
barriers and a lack of navigable streams 
that obstructed transportation 'and made 
branches an integral part of practically 
every banking project;°4 and the pas- 

94 Although the Bank of England did not estab- 
lish branches until 1826 (J. H. Clapham, The Bank 
of England |Cambridge, 1944], Il, 103-5), many, if 
not most, of the banking schemes in the seventeenth 
century, before the country had been provided 
with canals and good roads, advocated branches 


(cf. R. D. Richards, Early History of Banking in 
England (London, 1929], pp. 92 ff.). 


sivity of businessmen which seemed to 
compel the banks to assume risks of dj- 
rect investment that a bank should not 
bear and to conduct enterprises that a 
bank is utterly unfit to manage. 

The rejected schemes anticipated many 
of the mistakes of the Bank of Spain. For 
example, the projectors would have their 
banks deal in grain, monopolize trade 
with the Philippines, lend stockholders a 
high percentage of the value of their 
shares, finance factories, write marine in- 
surance, and dig canals. The growing fre- 
quency of the banking schemes after 
1746 and the increasing attention show- 
ered on them indicate that the climate of 
public opinion was becoming progres- 
sively favorable. Several of the leading 
schemes provided for public ownership. 
This included Floridablanca’s project, 
for which he wrote two drafts of a char- 
ter. The Bank of Spain, one of the few 
central banks in Europe that has not yet 
been nationalized, barely escaped birth 
as a public institution. 
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FEDERAL ESTATE TAXES AND PHILANTHROPIC BEQUESTS 





C. LOWELL HARRISS' 


N COUNTING the many blessings of 
| national prosperity, one cannot include 
easy living for privately supported colleges, 
hospitals, and philanthropic institutions 
generally. Costs of operation have risen 
sharply; yet charges for services have 
seldom advanced to match this rise in 
costs. Nor have the earnings on endowments 
risen with costs; in fact, by historical 
standards the yields from endowments are 
extremely low. Moreover, despite great 
prosperity, calls for service at less than 
cost are high; in some cases they are at 
all-time peaks. These and other forces 
have combined to make the current finan- 
cial problems of many, probably most, 
privately supported schools, hospitals, and 
other such institutions exceedingly difficult. 

Perhaps the current difficulties will pass. 
Pressures for service may decline, and costs 
may fall; the users of service may be able 
and willing to pay for a larger fraction of 
the costs of service, or the rate of earnings 
on endowments may rise. There may also 
be hope that endowments will grow sub- 
stantially from new donations and that the 
rate of contributions for current operations 
will rise. 

Hope for such an expansion in donations 
is not without real basis. Higher incomes 
and greater national wealth should make 
it easier for the public to donate more 
dollars. Moreover, as is now generally 
understood (more widely perhaps than a 
decade ago), a charitable gift often costs 
the donor or his heirs only a modest 
fraction of the amount received by the 
philanthropy. The explanation is simple— 


‘This note is part of a broader study of death 
taxation being carried out under a grant from the 
Columbia Council for Research in the Social Sci- 
ences. Mr. Richard Selden assisted me in the collec- 
tion of statistical material. 
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such gifts are generally deductible in 
computing the tax base; when tax rates 
are high, the tax saving resulting from a 
deductible contribution is large. With the 
marginal tax rate at 75 per cent, a dollar 
of deductible gift deprives the donor or his 
heirs of only 25 cents and the federal 
government of 75 cents, or three times as 
much.? The large rise in tax rates in the 
last decade has increased the tax saving 
from philanthropic gifts and bequests. On 
the other hand, increases in tax rates and 
in living costs have made it harder for 
families to contribute. A much larger 
pre-tax dollar income is needed now than 
a few years ago to finance a given standard 
of living. The balancing of these and many 
other factors varies widely from family to 
family, just as do the awareness of the 
need of philanthropies and the suscepti- 
bility to their appeals. Moreover, there is 
no generally accepted standard for judging 
how much any family ought to give to 
philanthropy. In other words, there is 
little evidence of social pressure strong 
enough to assure any particular response 
of contributions to changes in income. 
Such uncertainties make it impossible to 
rely upon any forecast of increases in 
contributions to ease the financial diffi- 
culties of privately supported charitable 
institutions as personal incomes rise. 

Slightly less than a decade ago I pre- 
sented and analyzed data on charitable 
deductions claimed for federal estate and 

2A gift of property with an unrealized capital 
gain can sometimes leave the donor with greater net 
worth than if he had sold the asset and paid the tax 
on the capital gain. Much more often a donor can in- 
crease the tax saving from a contribution by giving 
property with unrealized capital gain rather than by 
giving cash (or by giving property with no unrealized 
gain or with an unrealized loss). 











income tax purposes.’ It is the purpose of 
this note to bring the estate tax data up to 
date and to summarize some more detailed 
tabulations that are now available. 

An incidental fact may well be noted at 
this point. To the extent that donors seek 
to obtain full tax benefit from charitable 
contributions, they often find it advisable 
to make their contributions during life, 
to the limit of 15 per cent of their income 
each year. In this way an income tax 
saving, as well as an estate tax saving, can 
be obtained. Sometimes large additional 
income tax savings will result from the 
distribution of a planned bequest during 
life. Since rates have risen and tax con- 
sciousness has undoubtedly increased in the 
last decade, one might expect some tendency 
for philanthropic bequests to decline rela- 
tive to current charitable contributions out 
of income. Income tax data are not being 
examined in this paper, but the figures 
through 1943 show no over-all rise in 
contributions as a percentage of income, 
though in the top brackets there was a rise 
of about one-tenth from the average of the 
earlier period. Apparently, there has been 
no substantial displacement of charitable 
bequests by more generous contributions 
deducted for income tax purposes. 


PRIMARY DATA 


The federal government has required a 
tax return from all estates with gross assets 
above $40,000, if death occurred from 1935 
through late 1942, and above $60,000 there- 
after. The return requires the listing of as- 
sets and deductions as defined by the tax 
law. The figures as reported are published in 


3 C. Lowell Harriss, “Philanthropy and Federal 
Tax Exemption,” Journal of Political Economy, 
XLVII (1939), 526-41. 


4 This is especially true where there are assets 
which have unrealized capital gain and which one 
does not desire to hold until death. There is ample 
room within the 15 per cent limit for increasing the 
amount of contributions which will be deductible for 
income tax purposes. Persons with net incomes of 
over $1,000,000 contribute on the average less than 
5 per cent of their net income. The average reported 
rate is even less for all classes lower in the income 
scale. 
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Statistics of Income.’ Despite important de- 
fects, the data are probably sufficiently accu- 
rate to provide a valuable source of informa- 
tion about charitable bequests, for bequests 
to exempted institutions—churches, col- 
leges, hospitals, charities, etc.—are among 
the deductions tabulated. 

Tabulations are presented by the size of 
net estate (as defined for tax purposes). The 
data published for each year are from the re- 
turns filed that calendar year—most com- 
monly ten to fifteen months after death. The 
values of the assets are those submitted by 
the executor. He has the option of valuing 
property as of either the date of death or one 
year later (or, if the latter option is chosen, 
the date of sale or distribution where the 
property was not held a year). Consequent- 
ly, when the figures are averages covering 
several years, as in this note, the amount of 
estate shown will be lower than if any single 
standard, such as value at death, were used. 
There is a definite downward bias in values, 
but the magnitude is unknown. 

Assets and deductions are tabulated; the 
difference is the net estate for purposes of 
federal tax. The assets included may differ 
greatly from what state property law de- 
fined as the decedent’s wealth. Moreover, 
the net estate figure is not that which for 
purposes of economic analysis would be con- 
sidered the total of the net assets of the de- 
cedent. It is not the property over which he 
had control. For reasons much too complex 
to discuss here, some property over which 
the decedent had only very slight control 
may be included in his estate for tax pur- 
poses; on the other hand, wealth from which 
he was getting all the income and over which 
he had almost complete power may not ap- 
pear in his gross taxable estate. Most such 
items are not reported or are not identifiable 
in the statistics. On balance, there is proba- 
bly a large downward bias in the sense that 
the net estate excludes more rights to prop- 


$s As the tax returns are audited by the internal 
revenue agents, many changes are made; these 
changes are not published. A special study which I 
hope to present soon has revealed that in 1941, 08 
the average, net estates were increased by about 1° 
per cent during audit. 
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erty which the economist would attribute to 
the decedent than it includes rights of little 
significance to the decedent at his death. 

The tabulations, however, do segregate 
some of the items whose classification for tax 
purposes differs from the treatment that 
may be most revealing for economic analy- 
sis. Consequently, I have made some adjust- 
ments to give a better idea of the net wealth 
over which the decedent had economic con- 
trol than does the item “‘net taxable estate.” 
These adjustments consist of adding to “net 
taxable estate” (1) the specific exemption, 
(2) charitable bequests, (3) property not 
taxable because it had been taxed in another 
estate within five years, and (4) tax-exempt 
life insurance. The result is termed here the 
“net economic estate.” 

The data cover returns filed in the eight 
years 1937 through 1944. The figures for in- 
dividual years have been combined to re- 
duce the variations resulting from short-run 
changes in economic conditions and from 
random items when there are few cases. 
Even with this grouping, there are so few 
cases in the highest ranges that in some in- 
stances the results are probably affected 
greatly by one or two estates. Unfortunate- 
ly, there is no way to learn whether these 
cases are typical.® 


THE FINDINGS 


Table 1 contains the major information. 
In the eight years the total net economic es- 
tate of the 122,746 estates reported (20,741 
of which were not taxable) was $19.4 billion, 
Total charitable bequests were $1.4 billion. 
or an average of 7.0 per cent of the net eco- 


* For several reasons, huge estates seem likely to 
be less important, relatively, in the future than in 
the past: (2) The modern high and steeply progres- 
sive income tax certainly makes the accumulation of 
great personal fortunes more difficult than in the 
past. (6) Some large estates have already been de- 
pleted significantly by death and gift taxes so that 
when they reappear in the tax statistics they will be 
smaller. (c) Other fortunes have been put in trust so 
that under present laws they will probably not be 
subject to estate tax for many decades, even if sever- 
al beneficiaries enjoy the income successively. 
(d) Other tax considerations put a premium on the 
disposition of estates during life rather than at death 
and also on the splitting of personal fortunes to save 
income tax. 


nomic estate. The corresponding figure was 
6.0 per cent in the fourteen-year period 
1922-35. The average annual amount was 
also higher by about one-sixth, or $25,000,- 
ooo. Since the coverage of estates was gen- 
erally broader in the more recent period 
(because of a lower specific exemption), 
the increase in the dollar total may repre- 
sent little more than the reporting of be- 
quests that in the earlier period would not 
have been shown for tax purposes. The in- 
crease, at best, is very small in relation to 
the needs of the recipient institutions. In 
other words, an apparent modest increase in 
willingness to share wealth with philanthro- 
pies was evident; but it raised the total be- 
quests little, if any, above the earlier level. 

Just over half of the total charitable be- 
quests came from estates of $400,000 or less, 
almost exactly the same dividing point as in 
the earlier period.’ Estates not subject to 
tax accounted for one-sixth of total contri- 
butions, while taxable estates of less than 
$100,000 were responsible for almost one- 
eighth. In total dollar amount, reported 
contributions from estates of less than 
$100,000 were almost four times as great as 
those from estates of $10,000,000 and over. 
The huge fortunes did not provide the chief 
source of charitable bequests. Estates of 
over $1,000,000 made less than one-third of 
the total, those over $5,000,000 only 13 per 
cent. As was found in the earlier study, the 
great aggregations of private wealth are not 
the major source of bequests to philanthro- 
pies as a whole.® 

A related question comes to mind. Do the 
possessors of large fortunes, on the average, 


7 All figures of estate size classes are before deduc- 
tion of the specific exemption. Thus, when reference 
is made to an estate of $400,000, this is the amount 
of the net estate; if death were before late 1942, the 
amount subject to tax would have been $360,000 be- 
cause of the deduction of the specific exemption. 


® The estates not covered by the data undoubted- 
ly accounted for a large aggregate of philanthropic 
bequests. These estates, with minor exceptions, were 
less than $40,000 (more recently $60,000) gross. If 
one had the figures for the estates of all persons dy- 
ing in these years, the percentage of total philan- 
thropic bequests from the huge estates would be 
lower than the figure shown here. 
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aritable’’ is used instead of ‘‘philanthropic.’’ 
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ESTATE TAXES AND PHILANTHROPIC BEQUESTS 


bequeath a larger percentage of their wealth 
to philanthropies than do the owners of 
smaller estates? They do. 

But there is no regular trend; the per- 
centage does not rise steadily from one 
wealth level to another. In fact, the highest 
percentage of charitable bequests to net eco- 
nomic estate is found among nontaxable es- 
tates; charitable bequests at this level were 
30.3 per cent of the net economic estate, four 
and one-half times as great as for all estates 
combined and almost five times as great as 
for all other estates.® In short, for reasons 
which are not obvious,"® the “propensity to 
contribute” was apparently highest among 
decedents with the smallest (reported) for- 
tunes. The fact seems to be more than a 
statistical accident. Apparently there is 
some real difference here in the behavior 
patterns of persons with large and those 
with small fortunes. The same result was 
found in the earlier period, though the dif- 
ference was smaller. 

Taxable estates of from $40,000 to 
$1,000,000 reported charitable bequests 
ranging from 3.6 to 6.6 per cent of the net 
economic estate; in none of these groups was 
the percentage equal to that for the entire 
body of estates. For what might be termed 
the great middle range of estates, philan- 
thropic bequests averaged less as a percent- 
age of the estate than they did at either end 
of the scale. Even for estates over $1,000,000, 

* This result is due, to some extent, to large con- 
tributions from large estates. When a charitable be- 
quest of all of an estate is made, the estate is classi- 
fied as nontaxable. If all of an estate of $1,000,000 is 
left to charity, the estate will be classified here as 
nontaxable, but the net economic estate will be 
$1,000,000. Yet this defect of classification explains 
at best only part of the result. If the charitable be- 
quests from all nontaxable estates with gross assets 
of $300,000 or over, about $76,000,000, are excluded, 
the contributions of the “nontaxable” group are 
still well over 20 per cent of the net economic estate. 
Another type of evidence is relevant. The average 
economic estate (including the charitable bequests) 


of those in the nontaxable group was not large— 
$36,800. 

One possible reason was noted earlier; persons 
with large incomes and estates will often save more 
tax by distributing intended philanthropic bequests 
during life. 
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in six out of fourteen groups the average was 
below that for all estates. In the other eight 
groups, however, the average ranged from 
slightly more than the general average to 
three and one-half times it in the $3,000,000 
to $3,500,000 class." For estates over 
$1,000,000, charitable bequests were 10.5 
per cent of the net economic estate, while for 
estates under $1,000,000, the figure was 5.9 
per cent, not much over half as great. In 
short, although there is variation from class 
to class, it seems generally true that persons 
with very large estates tend to leave more to 
charity than persons with estates of less 
than $1,000,c0o—except for persons with 
net estates too small to be taxable. 

Nontaxable estates made up 16.9 per cent 
of the total number of estates but contained 
only 3.9 per cent of the total net economic 
estate. Yet they were responsible for 17.0 
per cent of total charitable bequests. Net es- 
tates of from $40,000 to $100,000 (having 
an average net economic estate of $69,700) 
made up over half, 52.6 per cent, of the total 
number of estates; they contained 23.2 per 
cent of the total net economic estate, but 
they provided only 12.0 per cent of all 
charitable bequests. Turning to large es- 
tates, we find that those of $2,500,000 and 
over were only 0.3 per cent of the total num- 
ber. They contained 13.7 per cent of the to- 
tal net economic estate, however, and 23.7 
per cent of total charitable bequests. The 
figures in columns 9g, 10, and 11 of Table 1 
show the relative distribution of number of 
estates, amount of net economic estate, and 
charitable bequests. Except at the extremes, 
charitable bequests as a cumulative percent- 
age are lower than net economic estate. 

A conclusion which may be somewhat 
surprising emerges. A comparison of the 
eight-year period 1937-44 with the fourteen- 
year period 1922-35 indicates that the per- 

™ In this case the charitable bequests were large 
enough to have a decided effect on the difference be- 
tween the classification of estates by “net estate” 
and by “net economic estate.” The average “net eco- 
nomic estate” in this class was $4,400,000, while the 
average “‘net economic estate” in the next higher 
class (when classification was by “net estate”) was 
only $3,900,000. 









centage of the assets of large estates left to 
charity rose—from 6.2 per cent to 10.5 per 
cent of estates of over $1,000,000, an in- 
crease of nearly two-thirds. For all estates, 
as noted earlier, the increase was one-sixth. 
For small taxable estates there was little or 
no increase, for large estates there was a sub- 
stantial increase. The figures, of course, do 
not show the reasons for this development. 
Very possibly, the more recent period was 
too short to be representative; perhaps one 
or two exceptional cases affected the results 
unduly. In 1944, for example, there were two 
net estates of more than $20,000,000 each 
with charitable bequests averaging about 48 
per cent of the “net economic estate.” If 
these two cases are ignored, the percentage 
of “net economic estate” contributed from 
net estates of $10,000,000 and over falls to 
almost exactly the same figure as in the 
earlier period. The figure for estates of 
$1,000,000 and over falls from 10.5 per cent 
to 9.7 per cent, but it is still much above the 
6.2 per cent of the earlier period. It is not 
obvious, however, that the two exceptional 
cases should be excluded any more than that 
the extreme cases of the earlier period should 
be omitted. 

The fact remains that in the more recent 
period a much larger percentage of estates of 
$1,000,000 and over has been bequeathed to 
charity than in the period 1922-35. Appar- 
ently the increase in income and estate tax 
rates had not, by 1944, induced owners of 
large fortunes to reduce the percentage left 
to philanthropy from the amount remaining 
at death. Some comfort and hope can be 
found in this fact by college presidents and 
other officials of philanthropic institutions. 
Yet the dollar magnitudes are not large 
enough for the rise to go far in meeting in- 
creased needs, unless the amount of proper- 
ty in large estates grows to much greater 
amounts than now seems probable. 

In the more recent, as in the earlier, peri- 
od the tabulations show some large estates 
from which the charitable bequests were 
small or nonexistent. Sometimes the reason 


™ One of these cases was possibly the estate of 
Edsel Ford. 
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for such apparent lack of generosity is large 
donations during life. In other cases the ex- 
planation may be less admirable. In 1944, 
for example, there were two estates of al- 
most $10,000,000 each; one left $27,000 to 
charity, the other $825,000; one estate of 
almost $5,000,000 left only $10,000 to phi- 
lanthropy. The year earlier one estate of al- 
most $6,000,000 gave charity $420,000; 
while two estates totaling almost $15,000,- 
ooo had total charitable bequests of only 
$20,000. In 1939 there were at least four es- 
tates of more than $3,000,000 each which 
contained no provision at all for philanthro- 
py- Similar examples can be given for other 
years. Though they must be used with cau- 
tion, these cases suggest strongly that the 
dispersion within the averages used else- 
where in this note is very wide. They also 
suggest that some decedents with large es- 
tates are by no means generous. It follows, 
of course, that other decedents are far more 
generous than the averages indicate. 


TYPES OF RECIPIENT INSTITUTIONS 


Since 1939 the published tabulations have 
subdivided philanthropic bequests into four 
categories based upon the type of the recipi- 
ent institution: publicly owned scientific, 
educational, or literary; privately owned 
scientific, educational, or literary; religious; 
and charitable and all other. Table 2 pre- 
sents, by size of net estate, the totals of these 
data for the six years 1939-44. The cate- 
gories are broad, and the terms and bases of 
classification are not explained in Statistics 
of Income. Some overlapping is possible. For 
example, it is not clear how a bequest to a 
religious institution for the use of a hospital 
controlled by it would be treated. The 
“Charitable and All Other” group presuma- 
bly includes private foundations and trusts, 
some of whose resources may be used for aid- 
ing education or science. Nevertheless, de- 
spite lack of precision in classification, the 
data have some value. 

The key facts can be summarized as 
shown in Table 3. 
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The totals are not large in relation to my 
general impression of need, vague as this 
concept must be. Since we cannot identify 
the recipient institutions and since we do not 
know their existing endowments and budg- 
ets, we can say little about the probable im- 
portance of these bequests for any specific 


type of institution. However, a few broad 
averages may give a helpful picture of the 
totals in relation to potential claimants, 
even though the bequests were certainly not 
distributed equally among institutions of 
any single type. 

If two-thirds of the bequests to the two 


TABLE 2* 
RECIPIENTS OF PHILANTHROPIC BEQUESTS REPORTED ON FEDERAL 


ESTATE TAX RETURNS, 1939-44 


















































Type or Instirutton: Tyre or Instirutton: 
Amounts (MILLIONS) Percentaces (CUMULATIVE) 
Educational, Educational, 
Size or Net Estatet Scientific, or “ Scientific, or 
(THousANDsS) Literary Ches- Literary Cher. 
: itable . itable 
Reli- | and | Total Reli- | and | Total 
SF... All atc eee gious All 
Pub- | Pri Cae Pub- | Pri- Cie 
licly | vately licly | vately 
Owned | Owned Owned | Owned 
(1) (2) (3) (4) (s) (6) (7) (8) (9) (10) (11) 
ID. 6.6. oot ctennman .. {$15.4 |$ 21.1/$29.1 |$108.2| $ 173.8) 22.2 | 11.1 | 29.8 | 15.9 | 16.7 
40-$ Mt iicccncaks 1.0 2.4) 4.4 11.5 19.2) 23.6 | 12.3 | 34.3 | 17.6 | 18.6 
50°- _ Seeeerrer 1.3 2.6) 3.4 9.1 16.4] 25.5 | 13.7 | 37.8 | 18.9 | 20.2 
60- ere 3.8 5-7| 8.2 28.0 45-4) 30.6 | 16.7 | 46.2 | 23.0] 24.6 
80- 100 1.4 6.7) 7.3 25.0 40.4) 32.6 | 20.2 | 53.7 | 26.7 | 28.5 
100-«150....... 3-5} 16.7) 9.3 | 38.1 67.7) 37-7 | 29.0 | 63.3 | 32.3 | 35-0 
150- ee 3.4 8.6) 3.9 30.2 46.0) 42.6 | 33.5 | 67.3 | 36.7 | 30.4 
200-300... 4-3 6.5} 6.9} 39.8 57-6) 48.9 | 36.9 | 74.3 | 42.5 | 44.9 
300- Qi 66s. 2.9 10.7) 3.2 29.9 46.7| 53.0 | 42.5 | 77.6 | 46.9 | 40.4 
400- 500. . 8.2 S-1]) 2.1 26.9 42.3| 64.8 | 45.2 | 79.8 | 50.8 | 53.5 
500- ee 5.2 6.1) 1.3 14.0 22.8) 66.7 | 48.4 | 81.2 | 52.9 | 55.7 
600- 5.s 5-9] 1.9 10.6 19.6) 68.6 | 51.5 | 83.2] 54.5 | 57.6 
7oo- = Boo... 6 2.9) 1.3] 13-5 18.3] 69.4 | 53-0 | 84.6 | 56.5 | 50.4 
800- goo. . 1.4 1.9 9 14.7 18.8) 71.3 | 54.0 | 85.5 | 58.7 | 61.2 
geo- 1,000..... 2 3-9) 3.8 4.8 12.7) 71.6 | 56.0 | 89.4 | 50.4 | 62.4 
1,000- 1,500.. 4.4 7-9) 1.9 46.8 61.1} 78.0 | 60.2 | 91.4 | 66.3 | 68.3 
1,500- 2,000.. 2.2 6.7 .6 21.5 29.8] 79.5 | 63.7 | 92.1 | 69.4 | 71.2 
2,000- 2,500.. 4.6 3.8 8 33-7 42.9) 86.1 | 65.7 | 92.9 | 74.4] 75-3 
2,500- 3,000.. 5.1 12.0} 3.2 22.7 43-0] 93.5 | 72.0 | 96.2 | 77.7 79.4 
3,000- 3,500..... <f a — 16.5 17.5| 94.2 | 72.1 | 96.5 | 80.1 | 81.1 
3,§00- 4,000.. iz 3 a 2.8 3-2] 04.3 | 72.2 | 96.6 | 80.5 | 81.4 
4,000- 4,500..... 2.6 .6 3 7.1 10.8) 98.3 | 72.5 | 96.9 | 81.6 | 82.4 
4,500- 5,000..... a 1.1 .6 6.2 8.0} 98.4 | 73.1 | 97.5 | 82.5 | 83.2 
§,000- 6,000... I 2.3 a 2.2 4-7) 98.6 | 74.3 | 07.5 | 82.8 | 83.6 
6,000- 7,000..... t 7.6) 1.4 3.9 12.9] 98.6 | 78.3 | 98.9 | 83.4 | 84.8 
7,000- 8,000. . t 25.3 7 . 26.5) 98.6 | 91.6 | 99.6 | 83.5 | 87.4 
8,000- 9,000... t .8 I 25.5 26.4) 98.6 | 92.0 | 99.7 | 87.2 | 89.9 
9,000- 10,000......... t I 4.8 4-9] 98.6 | 92.0 | 99.8 | 87.9 | 90.4 
10,000 and over........ .| 1.0 15-3] 2 a 99. 3|100.0 |100.0 |100.0 |100.0 |100.0 
NE eee $69.3 $190. 7/897.6 sr.4 $1,039.0)..... ETT Fores eee oi epee 














* As reported in Statistics of Income (Washington, D.C.: U.S. Treasury, Bureau of Internal Revenue, 1941-45); 1944 data from 


Photostats of printer’s copy made available before publication. Does not include returns of nonresident aliens. 


t Before deduction of specific exemption. 
t Less than $50,000. 


§ Because of rounding, details will not necessarily add to totals. 
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groups of scientific, educational, and literary 
institutions were for colleges and universi- 
ties, the value of endowment and plant 
would have been increased each year by less 
than 1 per cent of the 1940 estimated total. 
The average receipt per institution would 
have been about $17,000. Even if this entire 
amount had been used for financing current 
operations, it wuld not have paid the cost 
of many students. At current endowment 
yields the total for privately owned scientif- 
ic, educational, and literary institutions 
would have added less than about $1,500,- 
ooo to annual endowment income, an in- 
crease, probably, of less than 2 per cent. If 





TABLE 3 
Average 
Type of Institution Per Cent of Amount 
Total per Year 
(Millions) 
Publicly owned scientific, 
educational, or literary 6.7 $11.6 
Privately owned scientific, 
educational, or literary. 18.3 31.8 
Religious. . . ae = 9.1 16.3 
Charitable and all other. 65.8 113.6 














one-third of the “Charitable and All Other’”’ 
bequests were for church and private non- 
profit hospitals, the average would have 
been somewhat under $13,000 per hospital 
and about $70 per bed. The total religious 
bequests divided by the number of churches 
gives an average of $65. Certainly, the sums 
are not large enough to permit much expan- 
sion or improvement in quality of service. 
Though these data are for years before the 
most serious World War II inflation devel- 
oped, it is obvious that unless the totals of 
bequests increased tremendously over the 
1939-44 level, which seems most improb- 
able, institutions have not received addi- 
tional resources adequate to meet a signifi- 
cant part of recent increases in costs of 
operation. 

There are some differences in the distribu- 
tion of bequests. Bequests to religious insti- 
tutions came largely from small estates. Es- 
tates of less than $100,000 provided over 
half of all religious bequests, whereas only 


one-fifth of bequests to private scientific, 
educational, and literary institutions was 
from estates of this size. Only 10.6 per cent 
of religious bequests came from estates of 
over $1,000,000. Yet 37.6 per cent of total 
bequests to all institutions was from estates 
of over $1,000,000. A total of 29.8 per cent 
of all religious bequests came from nontax- 
able estates, compared with 11.1 per cent of 
private educational, etc., bequests. These 
figures suggest very strongly that the main 
source of support for religious institutions is 
to be found among persons with small or 
very modest fortunes. 

Bequests to publicly supported educa- 
tional institutions came more largely from 
estates low in the distribution than did be- 
quests to similar privately supported insti- 
tutions. In fact, 54.8 per cent of bequests to 
the latter came from estates of $500,000 or 
over. These relatively large estates are more 
important for private colleges and similar 
institutions than for any of the other groups. 


CONCLUSIONS 


Charitable bequests reported in 1937-44 
formed a larger part of net estates than in 
the period 1922-35, even though tax rates in 
the more recent period were much higher 
than earlier. Most charitable bequests came 
from relatively modest rather than from 
giant estates. The percentage of estates of 
different sizes left to philanthropies varied 
greatly, with the highest figure, especially 
from 1937-44, shown for nontaxable estates. 
On the average, considerably more of the 
very largest estates was bequeathed to 
charity in 1937-44 than in 1922-35. Yet 
some huge estates left little or nothing to 
philanthropy. Bequests received were prob- 
ably not large enough to meet the need for 
funds felt by the recipient institutions. Re- 
ligious institutions obtained a much larger 
part of their total bequests from small es- 
tates than did any of the other three groups. 
Privately owned scientific, educational, and 
literary institutions drew more heavily on 
large estates, except the very largest, than 
did any other group of recipient institutions. 
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TARIFFS, INTERNATIONAL DEMAND, AND DOMESTIC PRICES 


LLOYD A. METZLER 


I 


E influence of tariffs on a country’s do- 
mestic prices was discussed in an earlier 
issue of this Journal;' and the argument was 
there presented that, when tariffs are im- 
posed, the prices that the residents of the 
country must pay for their imports, relative 
to the prices received for exports, are subject 
to two forces working in opposite directions. 
On the one hand, the tariffs themselves rep- 
resent a direct increase in the prices of im- 
ports, relative to the prices of exports. But, 
on the other hand, the tariffs reduce the de- 
mand for imports, and, unless the country 
imposing the duties is small, this reduction 
in demand is likely to reduce the world 
prices of such imports, relative to the prices 
of the country’s exports. 

Whether the one or the other of these two 
opposing influences will dominate depends 
upon conditions of international demand for 
the country’s exports and upon the way in 
which the tariffs affect the demand for im- 
ports. If the world’s demand for exports of 
the tariff-imposing country is elastic or if the 
tariffs do not reduce the demand for imports 
at home to any substantial degree, the 
movement of world prices is likely to be 
negligible. The final effect will therefore be 
an increase in the domestic prices of im- 
ports, including the tariffs, relative to the 
prices of the country’s exports. But if the 
world demand for the tariff-imposing coun- 
try’s exports is inelastic and if the tariffs re- 
duce the demand for imports in the tariff- 
imposing country to a considerable extent, 
the fall in world prices of imports, relative to 
world prices of exports, may be so large that 
domestic prices of imports are relatively 
lower than before the tariffs were imposed, 

*L. A. Metzler, “Tariffs, the Terms of Trade, 
and the Distribution of National Income,” Journal 
% Political Economy, LVII (February, 1949), 1-28. 


even after the tariffs are added to the world 
prices. Between these extremes, an inter- 
mediate case can be found in which the one 
force exactly offsets the other, leaving do- 
mestic price ratios unaltered in the country 
imposing the tariffs. Using the symbol, »,, to 
represent the elasticity of world demand for 
exports of the tariff-imposing country, and 
the symbol, &, to represent the proportion of 
tariff proceeds spent on imports, I demon- 
strated in my earlier paper that the condi- 
tion for the occurrence of the intermediate 
case is simply that 


(1) 


In words, the elasticity of foreign demand 
for the country’s exports must be equal to 
the proportion of tariff proceeds not spent on 
imports. If the foreign elasticity of demand 
is greater than this, the tariffs will increase 
the domestic prices of imports, relative to 
the prices of exports; if the elasticity is 
smaller, the domestic prices of imports will 
be reduced, relative to exports. 

Although Equation (1) is probably suffi- 
ciently accurate for most purposes, it actu- 
ally is not an exact statement of the condi- 
tions under which the forces affecting do- 
mestic prices will cancel each other. Rather, 
it is an approximation in two respects. In the 
first place, it is based upon the implicit as- 
sumption that tariff rates are comparatively 
low. Second, and perhaps more important, it 
does not distinguish between the situation 
in which the customs revenues are spent by 
the government and the situation in which 
such revenues are passed on to residents 
of the country through remission of other 
taxes. In other words, in saying, in the 
earlier paper, that a proportion, &, of cus- 
toms revenues was spent on imports, noth- 
ing was specified as to whether these expend- 
itures were made by the government or by 


nm=1-k. 
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private traders. Under some conditions the 
distinction is important, for the total shift 
in international demand that occurs when 
tariffs are imposed sometimes varies consid- 
erably, depending upon whether the tariff 
proceeds are spent directly by the govern- 
ment or indirectly by individual traders. 

The purpose of this note is to eliminate 
the approximations of my earlier paper and 
to derive exact equations to describe the 
condition that tariffs shall leave domestic 
price ratios unchanged. I begin with some 
observations regarding the effects of tariffs 
on the demand for imports. 


II 


The change in the demand for imports 
that occurs when tariffs are imposed or in- 
creased may be divided into two parts, one 
negative and the other positive. In the first 
place, the physical quantity of goods that 
importers are willing to purchase out of 
given incomes and at given foreign prices 
will clearly be reduced by tariffs, with the 
extent of the reduction depending upon the 
price elasticity of demand. Second, against 
this negative influence must be set a positive 
influence: the customs revenues represent 
additional income either for the government 
or for individuals; and this additional in- 
come will probably be spent, in part, on im- 
ported goods. In other words, the customs 
revenues will either be spent directly by the 
government or they will be passed on to in- 
dividuals through reduction of other taxes, 
and in either event the demand for imports 
as well as the demand for home goods will be 
increased. Now, if the proportion of govern- 
mental revenues customarily spent on im- 
ported goods is the same as the proportion of 
private income devoted to imports, it might 
seem to make no difference in the total de- 
mand for imports whether the government 
spends its customs revenues directly or 
whether these revenues are spent indirectly 
through the remission or reduction of taxes 
of private traders. If the government were to 
collect customs duties of $1,500,000.00, for 
example, what difference would it make in 


the total demand for imports whether, say, 
20 per cent of these revenues were expended 
by the government on foreign goods or 
whether the government augmented the in- 
comes of private traders by $1,500,000.00 
and these traders, in turn, spent 20 per cent 
of their increased incomes on imports? 
Although the two situations appear, su- 
perficially, to be the same, they are actually 
different, owing to the fact that private 
traders pay duties on their added imports, 
whereas the government does not. If the 
tariff were 50 per cent, for example, and if 
the world price of imports, exclusive of the 
tariff, were $1.00 per unit, government ex- 
penditures of $300,000.00 (20 per cent of cus- 
toms duties) on imports would bring in 
three hundred thousand units. Private ex- 
penditures of the same amount, on the other 
hand, would bring in only two hundred 
thousand units, since the price to the private 
traders, including the tariff, would be $1.50 
per unit. Thus, considering only the expend- 
iture of a given amount of customs revenues, 
it appears from our numerical example that 
the demand for imports will be larger if the 
government spends the revenues directly 
than if they are spent indirectly through 
private traders. Unlike government expendi- 
tures on imports, however, private expendi- 
tures tend to be cumulative, and the cumu- 
lative effects offset to some extent the re- 
tarding influence of the tariff. In the preced- 
ing illustration, for example, private expend- 
itures of $300,000.00 on imports would cre- 
ate additional customs revenues of $100,- 
000.00; and these, in turn, would be remitted 
to the private traders for further expendi- 
ture, thereby creating still more customs 
revenues. It can easily be shown, however, 
that even after allowing for this cumulative 
increase in the demand for imports, the de- 
mand by private traders remains smaller 
than the corresponding government de- 
mand. In other words, if the proportion of 
income devoted to imports is the same for 
the government as for the individual, the 
secondary increase in the demand for im- 
ports arising from the tariff proceeds will 
always be larger when the government 
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spends the revenues directly than when they 
are spent indirectly by private traders.* 

In order to demonstrate this point, let m 
represent the total amount, exclusive of the 
tariff, that would be spent on imports if no 
allowance were made for the effects of 
spending the customs revenues. Assuming 
that the ad valorum tariff rate is 7, the total 
customs revenues arising from the initial ex- 
penditure, m, will then be 7m. If & is the pro- 
portion of income devoted to imports (either 
by the government or by individuals), direct 
government expenditure of the tariff pro- 
ceeds will increase the amount spent on im- 
ports by &rm. We wish to compare this 
amount, &rm, with the additional amounts 
that would be spent by private traders if the 
customs duties were passed on to individu- 
als. If the customs revenues were used to 
augment the incomes of individuals, the 
first additional private expenditure for im- 
ports would be &rm, which is the same as the 
government’s additional expenditure in the 
preceding case. But, on the one hand, not 
all this expenditure would go to foreign pro- 
ducers, since a part would be paid back to 
the government as tariff; and, on the other 
hand, the part paid as tariff would again be 
returned to the individuals, thereby leading 
to a further increase in imports. Each cur- 
rency unit that the importers paid to foreign 
exporters would be accompanied by an 
amount, 7, paid toe the government, and the 
ratio of the tariff proceeds to total expendi- 
tures including the tariff would accordingly 
be r/(1 + 7). Of the additional amount, krm, 
spent on imports, an amount krmr/(1 + 7) 


* Throughout this note the assumption is made 
that the proportion of income spent on imports— 
k in our notation—is independent of the domestic 
ratio of import prices to domestic goods prices. 
Except when the price elasticity of demand for 
imports is unity, this assumption of a constant & 
probably is inconsistent with the classical postulate 
of a homogeneous consumption function of degree 
zero. To allow for variations in & with changes in 
the price ratio would complicate the problem con- 
siderably without introducing any important new 
principles. For this reason, the assumption of a con- 
Stant & has been adopted despite its possible in- 
+» age with the classical theory of consumers’ 

oice. 


would be paid to the government, while 
an amount krm/(1 + 7) would be paid to 
the foreign exporters. The “secondary tariff 
receipts,” krmr/(1 + 71), would be returned 
to the private traders, and once more a pro- 
portion, &, of such additional income would 
be spent on imports. The secondary expendi- 
tureon imports would then bekrmkr/(1 + 1), 
of which k*r3m/(1 + 1)? would be paid to 
the government as tariff, while k?r*m/(1 + 7)? 
would be paid to foreign exporters. Continu- 
ing in the same way, it may be shown that 
the “tertiary” expenditure to foreign pro- 
ducers would be k'r5m/(1 + 1)3, and so on, 
for all subsequent expenditures. In other 
words, if the tariff proceeds were passed on 
to individuals, an initial expenditure, m, on 
foreign goods would give rise to a series of 
subsequent expenditures, exclusive of the 
tariff, as follows: 


tk tk \? 
most) (2) 
tk “3 
+(755) + sof 
Since rk/(1 + 7) is positive and less than uni- 
ty, each term in this series is less than the 


preceding term, and the sum of an infinite 
series of such terms is 


mia: (3) 








Now, as long as & is less than unity, the ex- 
pression (3) is always less than krm. But 
krm is the additional demand for imports 
that would arise if the tariff revenues were 
spent directly by the government. The pre- 
ceding argument thus shows that, despite 
the cumulative effect of private expendi- 
tures, the total demand for imports is always 
less when the customs revenues are spent by 
individuals than when they are spent in a 
similar manner by the government. 


Ill 


Having considered the effects of tariffs on 
the demand for imports under two different 
hypotheses concerning the disposition of the 
tariff proceeds, we may now go on to ask 











how the duties, under each hypothesis, influ- 
ence domestic prices in the tariff-imposing 
country. Consider, first, the case in which a 
proportion, &, of the customs revenues is 
spent directly by the government in the pur- 
chase of imports. Let the tariff-imposing 
country be called Country I, and let the rest 
of the world be called Country II. Let #, and 
, represent the private demand for imports 
in Country I and Country II, respectively, 
the demand in each case being measured in 
physical units. Suppose that each country’s 
exports are produced and sold at constant 
money cost, and let the unit of exports be 
chosen in each country in such a manner 
that the price per unit, in the currency of the 
exporting country, is 1.00. Suppose, further, 
that the terms of trade between the two 
countries are adjusted by means of move- 
ments in exchange rates, and let w be the 
price of Country II’s currency in terms of 
Country I’s currency. An increase in z will 
then indicate a depreciation of Country I’s 
currency, while a decrease will indicate ap- 
preciation. Under these assumed conditions, 
the price per unit of imports in Country I, 
exclusive of the tariff, is simply 7, and if 7 is 
the rate of duty, the price, including the 
duty, is (1 +7). Thus we have u, = 
J:{(1 + 7)} as the demand function for im- 
ports in Country I. Likewise, in Country II 
the price of imports is 1/7, and if there is no 
tariff in II we have u, = f,{1/2}. Since the 
price of each country’s exports is unity, 
when measured in its own currency, the pri- 
vate expenditure of the residents of Country 
I for imported goods, measured in foreign 
currency, is #,. Duties on this private ex- 
penditure, again in foreign currency, amount 
to Tu,, and a proportion, &, of this amount 
is spent on additional imports by the govern- 
ment that collects the duties. Total expend- 
itures on imports by Country I, in foreign 
currency, therefore, amount to (1 + &r) 
f:{(1 + r)x}. The demand for imports in 
Country II is f,{1/2}, and the total value of 
these imports, in the currency of Country 
II, is accordingly (1/2)f.{1/a}. The condi- 
tion that the value of each country’s exports 
shall equal the value of its imports may thus 
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be expressed, in the currency of II, as 
follows: 


1 1 
(+ér) fF, {+r} == sft. @) 


Equation (4) indicates the relation which 
must hold between the exchange rate, 7, and 
the tariff rate, 7, in order that international 
balance may be preserved. If r is changed, 
the exchange rate must also be altered in an 
appropriate manner. To see how = changes 
with a change in 7, differentiate Equation 
(4) with respect to 7, remembering that z is 
to be regarded as a function of r. It will then 
be found that 


dx _ ra k(1+7) 
dr (1+7r)Al 1+&r 





—at, (©) 


where A = », + m2. — 1 and where 7; and », 
are the ordinary elasticities of demand for 
imports in I and II, respectively. 

Equation (5) shows that, when the de- 
mand for imports is elastic in the country 
imposing the tariff, an increase in tariff rates 
leads to an appreciation of the tariff-impos- 
ing country’s currency, and conversely. 
This is the result that, in the absence of spe- 
cial circumstances, would normally be ex- 
pected. The tariff reduces the demand for 
imports and thereby gives the tariff-impos- 
ing country a temporary surplus in its bal- 
ance of payments; and the balance-of-pay- 
ments surplus, in turn, leads to an apprecia- 
tion of the currency. If the demand for im- 
ports is inelastic, however, and if the propor- 
tion of income spent on imports is large, 
dx/dr of Equation (5) may well be positive, 
which means that an increase in tariffs may 
depreciate rather than appreciate the coun- 
try’s currency. Superficially, such an out- 
come appears somewhat paradoxical; the 
currency cannot depreciate unless the de- 
mand for imports is increased, and it is rath- 
er difficult, at first glance, to see how a tariff 
can increase the total demand for the goods 
upon which it is imposed. Upon closer exam- 

3It is well known that stability of exchange 
rates requires that A be positive (see, e.g., J. Robin- 
son, Essays in the Theory of Employment (New York: 
Macmillan Co., 1937], p. 194). 
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ination of the problem, however, the para- 
dox is easily resolved. When the tariff is in- 
creased, the demand for imported goods is 
subject to two influences which, as we have 
seen earlier, may work in opposite direc- 
tions. On the one hand, the rise in the do- 
mestic prices of the commodities subject to 
duties causes the demand for such commodi- 
ties to decline. And, on the other hand, the 
increase in tariff rates brings about a change 
in the government receipts from the cus- 
toms, and the change in custom receipts, in 
turn, affects the demand, either public or 
private, for imported goods. Now, if the de- 
mand for imports is inelastic, the reduction 
in demand resulting from a rise in the do- 
mestic prices of imports will be small. At the 
same time, the customs receipts will be in- 
creased by a rise in the tariff rates, and if the 
proportion of income spent on imports is 
high, the increase in demand for imports on 
account of the rise in customs receipts may 
well be larger than the reduction in demand 
on account of higher prices. Under such con- 
ditions, in other words, the net effect of an 
increase in duties may well be an increase in 
demand for imports with a corresponding 
depreciation of the currency.‘ 

Our primary interest at present, however, 
is not in the movement of the exchange rate 
but in domestic prices in Country I. Since, 
under our assumptions, the export price is 
always constant, the ratio of domestic prices 
of imports to prices of home goods will move 
as the import price, including the tariff, 
moves. Now the import price, including the 
tariff is (x + 7)x; and, when the tariff rate 
is increased, one part of this expression, 
(1+ 7), grows larger while the other, z, 
normally declines. Differentiating (1 + T)x 
with respect to 7, and substituting the value 
of dx/dr given in (5), we find 


d(l+r)x atjk(+r) n—1t. (6 
dr Al 1+8&r 


‘It was once suggested to me by Professor 
Tibor Scitovszky that the Latin-American coun- 
tries may be in such a position, since a large propor- 
tion of their incomes is spent on foreign goods, the 
demand for which is relatively inelastic with re- 
Spect to price. 


Since export prices remain constant, the 
condition that domestic price ratios of im- 
ports to exports shall remain unchanged, 
when tariffs are increased, is simply that im- 
port prices, including the tariff, shall remain 
constant; this implies 


1+r 

allie eas + i): (7) 
If », is larger than the amount indicated by 
(7), an increase in tariff rates will cause do- 
mestic prices of imports in Country I to rise, 
relative to prices of exported goods. And, 
conversely, if 7, is smaller than the indicated 
quantity, higher tariffs will lead to a decline 
in domestic prices of imported goods, rela- 
tive to prices of exports. Comparing (7) with 
the approximation used in my earlier paper 
—i.e., with Equation (1) of the present note 
—it is evident that the approximation given 
by (1) overstates somewhat the demand 
elasticity that is required in order that the 
domestic ratio of import to export prices 
shall remain unaltered when tariffs are in- 
creased. In other words, if customs revenues 
are spent directly by the government, the 
foreign elasticity of demand may be smaller 
than 1 — &, and yet, if it is not too much 
smaller, the added tariff may nevertheless 
cause domestic prices of imports in the 
tariff-imposing country to rise, relative to 
the prices of exports. Suppose, for example, 
that &, the proportion of government reve- 
nue spent on imports were 0.4, while 7, the 
general tariff rate, were 0.5. According to the 
approximation given by (1), the foreign elas- 
ticity of demand would have to exceed 0.6, 
in order that the tariff should increase the 
domestic ratio of import to export prices. 
(1 — & = 0.6 in this instance.) According to 
the exact expression (7), however, import 
prices, including the tariff, would rise, rela- 
tive to export prices, whenever the foreign 
elasticity exceeded 0.5 (for the figures given, 
1 — A{(1 + 7)/(1 + &r)] = 0.5). Thus if the 
foreign elasticity of demand had any value 
between 0.5 and 0.6, the exact expression (7) 
would indicate that an increase in tariffs 
would raise the domestic ratio of import to 
export prices, while the approximation (1) 
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would indicate the reverse. All this, of 
course, is based upon the hypothesis that 
customs revenues are spent directly by the 
government of the tariff-imposing country. 
Consider, now, the alternative hypothe- 
sis, i.e., the hypothesis that the tariff pro- 
ceeds are passed on to the private traders 
who spend a proportion & of their augmented 
incomes on imports. Let #,, as before, repre- 
sent the initial private demand for imports 
in Country I before any allowance has been 
made for expenditure of the tariff proceeds. 
Let w, represent the total physical volume of 
imports, and let v, be the imports purchased 
from the tariff proceeds, so that w, = “, + 
v,. The customs revenues, in the currency of 
Country I, are then rrw,, and the amount of 
these spent on imports is krrw,. Since the 
price of imports to the traders in I is 
(1 + 7r)x, the physical volume of imports 
purchased from the customs revenues, or 
v,, is w,kr/(1 + 7). Thus we have w, = 
u, + w,kr/(1 + 7), from which it follows 
that 
1+r 
“-lpaGspt:  @ 
As before, the value of exports of Coun- 
try I, measured in the currency of II, is 
(1/2) f.(1/m). The condition of equilibrium is 
therefore w, = (1/2)f,(1/7), or, in slightly 
different form, 


l+r 
Ra rit (1+7) x} ai 
1 1 
=shdst 


Differentiating, as above, with respect to r 
and solving the resulting equation for dx/dr, 
we find 





re 
dr (1+7r)4 . (10) 
<ieasn 
From (10) it immediately follows that 
d(li+r)r 
dr (11) 


“Hopacmsten tt. 


METZLER 


In order for import prices in the tariff-im- 
posing country to remain unchanged when 
the tariff is increased or decreased, the ex- 
pression in braces in Equation (11) must be 
zero, and this means that 


iis Missieiteiacan tl eae: 
~ 1+ (1—&)r° 


Once again we may compare the exact ex- 
pression, given under our second hypothesis 
by Equation (12), with the original ap- 
proximation represented by (1). Since 
k/{t + (1 — &)r] is less than &, it is appar- 
ent that, when customs revenues are spent 
by individuals rather than by the collecting 
government, domestic prices of imports may 
decline, relative to prices of exports, even 
when the foreign elasticity of demand for 
imports exceeds 1 — &. In other words, 
under the hypothesis of private expenditure 
of customs receipts the approximation, (1), 
understates the elasticity required for a bal- 
ancing of price movements. As in our previ- 
ous case, the approximation and the exact 
expression are not equal unless either k = 1 
orT = Oo. 


(12) 


IV 

The preceding discussion has been pre- 
sented in order to describe accurately the 
extent of the shifts in international demand 
that occur when tariffs are imposed and to 
analyze, with the aid of such shifts in de- 
mand, the conditions that must exist if 
tariffs are to leave the domestic ratio of im- 
port to export prices unaltered in the coun- 
try imposing the duties. We have found that 
the demand for imports is larger when the 
tariff revenues are spent by the government 
collecting them than when such revenues are 
spent in a similar manner by individuals. 
The terms of trade therefore become more 
favorable to the tariff country in the latter 
case then in the former, and the chances are 
greater that domestic import prices, includ- 
ing the duties, will not rise relative to export 
prices. 

It may be useful to recapitulate briefly 
the exact conditions which are necessary if 
domestic import prices are to remain un- 
changed, relative to export prices, and to 
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compare these conditions with the approxi- 
mate condition represented by Equation (1). 
The approximate condition, it will be re- 
called, is 


n,=1-k. 


The exact condition, when customs revenues 
are spent by the government, is 


nt AGED) 


Finally, when the tariff proceeds are spent 
by private traders, the exact condition is 


u=t-Hireasmd: 


Since (1 + 7)/(1 + &r) is greater than unity 
while 1/[1 + (1 — &)r] is less than unity, it 
is clear that the approximate condition for a 
balancing of forces is intermediate between 
the two exact conditions. In other words, if 
the customs duties are spent by the govern- 
ment, the approximate formula overstates 
the magnitude of the foreign demand elas- 
ticity that is required if domestic price 
ratios are to remain unchanged. On the 


other hand, if the customs duties are spent 
by private traders, the approximate formula 
gives too small a value for the relevant elas- 
ticity of demand. The three expressions are 
identical only if k = 1 or r = 0. 

Considering the crudeness of most empiri- 
cal estimates of demand elasticities, and con- 
sidering, further, the difficulties in defining 
schedules of reciprocal demand rigorously, 
the approximation represented by Equation 
(1) is probably satisfactory for most practi- 
cal purposes. Nevertheless, it seemed worth 
while to clear up some of the theoretical is- 
sues involved and to point out that the for- 
mula used in my earlier paper was not exact. 
At least, the derivation of exact formulas 
provides a measure of the magnitude of error 
committed in using the simpler approxima- 
tion. And, at best, there may be instances, 
particularly in smaller countries, where the 
distinction between government and private 
transactions in international trade is highly 
significant and where, as a consequence, the 
exact formulas are much better than the ap- 
proximate formula. 
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Open Markets: An Essential of Free Enter prise. 
By VERNON A. Munn. New York and Lon- 
don: Harper & Bros., 1948. Pp. 264+-xiv. 
$3.00. 


This small book is a saga of struggle between 

a Phoenix-like hero, Open Markets, and that ir- 
repressible villain, Monopoly. At the outset 
(p. ix) the author characterizes “open markets” 
as those in which “there is (1) a centralization 
of the forces of demand and supply, (2) the 
making of transactions openly and publicly, and 
(3) the right of all persons to buy and sell.” 
Four-fifths of the book consists of a historical 
survey of the rise and decline of the “open mar- 
kets” of antiquity, the Middle Ages, and mod- 
ern times. Whatever their historical form—an- 
cient markets, medieval fairs, modern com- 
modity exchanges, and central markets—Pro- 
fessor Mund finds that such open markets were 
both competitive and good. Always lurking in 
the background, however, was monopoly—pri- 
vate or public, state-supported or publicly toler- 
ated—to make repeated forays which destroyed 
open markets, hence price competition, at cru- 
cial turning-points in the economic history of 
the Western world. The historical parts of this 
book offer a competent and useful summary of 
the development of markets, particularly in 
medieval Europe. However, the book as a whole 
suggests a certain nostalgia for some golden age 
of the past which constantly colors the author’s 
interpretations. Thus, the author is always will- 
ing to assume that the open markets of past 
ages were effectively competitive (cf. pp. 8, 128) 
and probably exaggerates the influence of mo- 
nopoly (relative to debasement of the currency 
and other factors) upon the economic well-being 
of medieval England (pp. 81-84). He also fails 
to consider adequately the real possibility that 
the medieval antimonopoly statutes may have 
been partly responsible for scarcity through dis- 
couraging the development of private wholesal- 
ing and storage activities. 

Despite the disproportionate attention given 
to history, Mund’s primary purpose is to use it 
“to serve as an inductive basis for a solution of 
the [monopoly] problem ...in the American 
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economy” (p. ix). Thus, having shown that open 
markets for the “basic” agricultural and indus- 
trial products did once exist in the United 
States, Mund seeks the reason for their disap- 
pearance. He finds the answer (chap. ix) in the 
development of industrial combinations which, 
as a result of the Supreme Court’s decision in 
the steel case, attained their present invulner- 
able form through merger. Today’s industrial 
combinations are compared with the gilds and 
exclusive companies of the mercantilist period. 
As then, the important task of government to- 
day is to restore the rules and customs of market 
trading in our basic industries. This it should do 
through “the purposeful creation of new 
markets.” 

First, the marketing of agricultural products 
should be centralized to provide a price-making 
mechanism. At the present time Mund finds 
(p. 237) that central agricultural markets “have 
been seriously impaired or rendered completely 
dormant by the practice of direct buying (fore- 
stalling).”” He argues the necessity of forcing 
concentration of a large part of each product 
into a few central markets by laws against direct 
buying and warns that the alternative is a fur- 
ther growth of local buying, low farm prices, 
and (!) a continued demand by farm groups for 
subsidies. Second, central markets for basic in- 
dustrial commodities should be created. For the 
metals, as well as for other standardized and 
storable industrial commodities, “‘the creation 
of markets should be based upon the creation of 
recognized depositories or licensed warehouses 
located at the various centers... of produc- 
tion” (p. 239). The central markets should pro- 
vide for both “spot” and “futures” transactions, 
based upon negotiable warehouse receipts repre- 
senting homogeneous and graded commodities. 
Such new markets would require the dissolution 
of monopolistic mergers (and the prevention of 
new ones) and the restoration of freedom in buy- 
ing and selling which would again make possible 
the essential existence of independent distribu- 
tors. Third, full publicity of prices should be re- 
quired and price discrimination (including de- 
livered-price systems) prohibited. Fourth, uni- 
form grades should be established for all com- 
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modities at every stage of distribution, and con- 
tainers should be standardized. 

Professor Mund’s use of history as a basis for 
judging modern imperfections of the market is 
somewhat strained, particularly because he 
largely ignores the remarkable changes in trans- 
portation and communication of the past cen- 
tury. Thus, in finding that the extension of rail- 
ways in the United States “greatly increased the 
opportunities of producers to charge high prices 
in one area while cutting them elsewhere” (p. 
145), he is probably unduly influenced by his 
long-time concern with geographic price dis- 
crimination and the steel industry. Certainly, in 
the absence of collusive pricing, improved trans- 
portation made possible the destruction of local 
monopolies and the equalization of prices (apart 
from transport costs) over space. If freight (es- 
pecially on heavy goods) still offered some pro- 
tection for local monopolies, at least the protec- 
tion was finite—not virtually infinite as it was 
before interregional transportation was techni- 
cally possible. Mund is probably correct in find- 
ing that, because improved transportation 
brought formerly absolute local monopolies into 
competition with one another, collusion and 
combinations were encouraged. But, by merging 
the concepts of a perfect market (requiring only 
perfect mobility, knowledge, and foresight) and 
pure competition (in the Chamberlinean sense), 
he confuses the issue. The conditions for 
achieving a perfect market are certainly more 
closely met today than in former times. The 
basic problem arises because of the current 
prevalence of industrial oligopoly. Professor 
Mund’s overconcern with the mechanics of the 
market leads to underemphasis on the problem 
of oligopoly. True, he ultimately advocates uni- 
versal dissolution of industrial combinations 
(pp. 232-33, 255-57); but this recommendation 
seems almost anticlimactic in terms of his earlier 
discussion. 

Mund’s concept of a market is especially 
faulty in its emphasis upon “centralization of 
the forces of demand and supply,” since he im- 
plies the necessity that buyers and sellers be 
concentrated at a point in space. With all- 
weather roads, truck transportation, radio mar- 
ket news, and other modern developments, the 
markets for many farm products have become 
much more nearly perfect spatially. In the days 
of exclusive railway transportation, farmers 
typically faced only one or two local buyers or 
had to ship their product to a central market 
without any knowledge as to the price it would 





bring upon arrival. Today they can withhold 
delivery of their product until they know what 
prices numerous local (direct) buyers are offer- 
ing, thereby considerably enhancing their bar- 
gaining power. This is certainly true of hogs, 
prevailing prices of which in Iowa probably in- 
fluence the price on the Chicago central market 
fully as much as the reverse. Direct country 
buying of hogs by the large packers, who were 
originally located solely in the principal termi- 
nal markets, was a defensive measure forced 
upon them by the growth of country independ- 
ents. Simply to term such direct buying “fore- 
stalling” (as Mund does on pp. 206, 238) is to 
apply a medieval concept to very different mod- 
ern conditions. If the price of hogs is below its 
purely competitive level, the reason is not the 
absence of a relatively perfect market (even 
though spread over space) but rather the pres- 
ence of a few dominant buyers at both local and 
central buying points. For a given degree of con- 
centration of buying power, however, the price 
is undoubtedly higher with than it would be 
without such direct buying. Again, the principal 
problem is one of oligopoly, not one of the dis- 
appearance of markets per se. The author’s at- 
tacks on direct buying (and selling) also ignore 
the probability of social economies of vertical 
integration as compared with a series of inde- 
pendent dealers. 

To conclude, Professor Mund’s excursion 
into history is useful and interesting as history. 
As support for solving current problems of in- 
dustrial monopoly, however, his historical sur- 
vey will prove to be a slender reed indeed. 


WitiramM H. NICHOLLS 
Vanderbilt University 


The Economics of Money and Banking. By LEs- 
TER V. CHANDLER. New York: Harper & 
Bros., 1948. Pp. 732. $4.50. 

Money, Debt, and Economic Activity. By ALBERT 
G. Hart. New York: Prentice-Hall, Inc., 
1948. Pp. 558. $5.00. 

Principles and Practices of Money and Banking. 


By Cuartes R. WuITTLEsEY. New York: 
Macmillan Co., 1948. Pp. 688. $4.75. 


The three books under review have been 
written for use as textbooks in “Money and 
Banking” in American colleges. Each of the 
authors is an eminent economist who has made 





important contributions to economic thought. 
Each of the books is well written and contains 
a great deal of material which the undergradu- 
ate economics student needs to learn. They are 
the outstanding new books in the field. Never- 
theless, they are disappointing. 

The inadequacy of these books is a result of 
a vicious circle involved in the relation between 
courses and textbooks. With the partial excep- 
tion of Hart’s, the books under review are de- 
signed to meet a demand for texts to be used in 
certain traditional college courses. On the other 
hand, one major influence which causes reten- 
tion of the traditional structure of courses is the 
content of the textbooks. Some method of 
breaking into this interrelation must be found. 
As it is found, these books will become obsolete. 
The way to improve the current situation is for 
particular colleges and universities to rationalize 
the structure of their courses. Textbooks should 
then be written for these courses. As such text- 
books appear, other colleges and universities 
will adopt the new textbooks and revise their 
courses accordingly. 

We have certain traditional economics courses 
in the United States such as ““Money and Bank- 
ing,” “Public Finance,” and “Business Cycles.” 
These courses were developed in a bygone day 
when we saw the interrelations of various parts 
of economics differently and when our concep- 
tion of economic problems was quite different 
from what it is today. What these texts assume 
regarding other courses which will be taken by 
the students either before, concurrently, or sub- 
sequently is not apparent. If there must be text- 
books, they should be based on conscious as- 
sumptions regarding the division of subject mat- 
ter among Courses. 

These texts do not face up to the question of 
why the student is studying the subject matter. 
The subject matter of the texts is primarily of 
significance in relation to public policies affect- 
ing economic stability and prosperity. They 
should be directed toward those public policies. 
Money and banking are inextricably inter- 
twined with “public finance” and management 
of the public debt as factors determining the 
level of income and employment. For the stu- 
dent to see why he is studying these various 
subjects he should be first introduced to the 
central questions with regard to how the eco- 
nomic system works and what the objectives 
of economic policy are with regard to opera- 
tion of the economic system. Once some 
conception of central principles and prob- 
lems is gained, it may be possible to interest 
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the student in the relations thereto of the 
history of the gold standard and the Fed- 
eral Reserve holdings of government securi- 
ties. Fiscal principles and policy and monetary 
principles and policy need to be integrated in 
the same course, a course oriented toward the 
problem of maintaining income and employ- 
ment. Such a course would also treat the essen- 
tial features of the subject matter envisaged by 
the term “business cycles.”’ After a basic course 
which would make obsolete the texts under re- 
view, advanced work might take the form of 
specialization in certain aspects, one of which 
might be banking. 

The texts under review are written almost 
exactly backward from what the above consid- 
erations suggest. For example, Professor 
Chandler devotes his last chapter to “the objec- 
tives of monetary policy” and the next to the 
last to “business cycles.” Only after more than 
six hundred pages is the student given any in- 
timation that this book has anything to do with 
the level of employment and income. In the 
meantime he has spent months studying the 
silver movement of 1873-1900, state banking 
from 1836 to 1863, and industrial loan com- 
panies. 

In considerable measure these texts have re- 
tained the traditional content and structure of 
money and banking and have added to them 
rather as an addendum some discussion of “in- 
come and expenditure.” New texts should do a 
better job of integrating old tools and new. Pro- 
fessor Hart has made the most effective use of 
recently developed tools of analysis. But even 
he expounds various points of view in various 
chapters and fails to integrate them adequately. 
This separate presentation of various tools is 
probably desirable; but the student then needs 
to get an impression of the extent to which the 
various points of view are compatible and can 
be used together. Just where do the concepts of 
quantity of money, velocity of money, and cash 
balances stand in relation to income and expen- 
diture analysis? What is the use of a student’s 
studying a chapter about the cash balances con- 
cept unless he can have some tentative conclu- 
sion about the usefulness of the concept in rela- 
tion to other concepts? Economics is today con- 
fused, but neither economics nor the authors of 
these texts are so confused as these texts would 
indicate. The student should not finish a course 
thinking that he has mastered a perfect and final 
analytical system. But he should be given some 
synthesis when the knowledge of the authors 
and teachers permits. He should feel that he has 
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made some advance in finding useful tools even 
though he studies no further and at the same 
time should gain a perspective regarding profit- 
able further study. 

Consideration should be given to complete 
abandonment of the term “money” in the dis- 
cipline of economics. Hart has gone a long way 
in this direction. He discusses the moneyness of 
a great many different assets. He notes that 
moneyness and liquidity are the same thing and 
that liabilities as well as assets affect liquidity. 
The subject matter which needs to be treated is 
not “money” but the principles of public poli- 
cies bearing on the kinds of paper assets the 
public wants. 

The authors differ in their ideas regarding the 
advisability of referring students to other litera- 
ture. Professor Whittlesey has included a few 
random footnote referefices to literature. Pro- 
fessor Chandler has done likewise and in addi- 
tion has included “selected readings” at the 
ends of the chapters. Professor Hart has gone 
yet further in evaluating literature and has 
given the student a good idea of what may be 
read and for what purpose. Some well-designed 
reference to literature is invaluable. Even if one 
cynically assumes that the student will in any 
case never read beyond the text, some references 
to and discussion of literature are valuable. 
They give the student some feeling of past and 
potential growth of knowledge and thought and 
an appreciation that not everything pertinent to 
the subject matter is contained within the cov- 
ers of a single book. 

In summary the texts have these basic faults: 
They are written for illy conceived courses. 
Given the courses and consequently the sub- 
ject matter of the books, they do not give the 
student a perspective in relation to the rest of 
economics. Finally, they do not enable the stu- 
dent to see the various parts of the book in per- 
spective as he goes along. Correction of these 
faults depends primarily upon reorganization of 
curricula by entire economics faculties. Pending 
development of new types of courses and texts, 
instructors must use the texts which are avail- 
able. They will find that Hart has gone the 
furthest in writing a text for the needed new 
type of course. The authors of all these texts are 
men of such capacity that they should be in the 
forefront of the reorganization of courses and 
the preparation of texts appropriate thereto. 


HomeER JONES 


Committee for Economic Development 





The Monetary Problem of France. By PIERRE 
DIETERLEN in collaboration with CHARLES 
Rist with a foreword by ANTONIN Basca. 
New York: King’s Crown Press, 1948. Pp. 
xvii+98. $2.50. 


Monetary Reconstruction in Italy. By Bruno 
Foa. New York: King’s Crown Press, 1949. 
Pp. x+147. $2.25. 


The monetary series of the Carnegie Endow- 
ment for International Peace, which was auspi- 
ciously begun with Dupriez’s Monetary Recon- 
struction in Belgium, is carried forward with the 
publication of the two thin volumes presented 
here. The book by Dieterlen is a somewhat 
sketchy review of the current monetary situa- 
tion in France. Coverage of the wartime and 
postwar experience is less comprehensive than in 
the case of the other two books. Most readers 
will find it less interesting and of less continuing 
value. 

The study by Bruno Foa, who was at one 
time in the Division of Research and Statistics 
of the Board of Governors of the Federal Re- 
serve System, describes the background of the 
problem of rehabilitating the Italian lira, ex- 
plains the methods whereby significant recovery 
was brought about by 1948, and analyzes the 
outlook for Italian economic and financial poli- 
cy with special reference to the European Re- 
covery Program. 

The effects of the war, the weakness of the 
country, and the scarcity of resources made 
large-scale inflation, we are told, inevitable in 
Italy. Allied policy is to be criticized not for 
having allowed inflation but for failure to take 
steps to mitigate it. In 1945 and 1946 there was 
an “almost overwhelming prima facie case for 
the establishment of an extensive system of 
emergency controls” (p. 31). The government, 
however, lacked the power, even it it had had 
the will, to enforce effective controls. Rationing 
was precluded by a lack of the bare minimum 
flow of supplies which would make rationing 
possible. Industrial recovery was largely at the 
mercy of imports of coal. The inelasticity of 
supply of goods and services contributed to a 
repetition of the experience in Germany after 
the first World War, where serious inflation took 
place in the face of a large volume of unemploy- 
ment. Foa calls attention to the difference be- 
tween a situation of cyclical unemployment and 
one such as existed in Italy where “vast 
amounts of resources are not only unemployed 
but temporarily unemployable” (p. 127). 

The very substantial recovery achieved be- 





tween 1945 and 1947 “was the joint product of 
American help, of Italian dogged vitality, enter- 
prise and will to work, ready outlets for exports 
in markets which have become temporarily 
starved for manufactured goods, and not least of 
inflation. Inflation unquestionably provided a 
very powerful stimulus to the export industry” 
(p. 133). Even inflation and the troublesome 
problem of foreign exchange were brought under 
control with startling success upon the introduc- 
tion of firm monetary measures by Professor 
Einaudi (now president of the Italian republic) 
in the autumn of 1947. Notwithstanding the re- 
sulting recession (p. 116), this was a triumph of 
orthodox credit and foreign-exchange policies. 
But it does not follow—and in fact is denied— 
that similar success would have attended the 
measures if they had been adopted earlier. 
Worth noting also is the observation that “de- 
flation is obviously a surgery, not a therapy” 
(p. 125). 

Foa’s clear and forthright analysis should 
prove of interest to students of government, in- 
ternational finance, economic theory, and eco- 
nomic planning. His final conclusion is that “no 
amount of skill, ability, and resourcefulness, 
either at the governmental or the individual and 
private level, can bring about the full recovery 
of Italy and give to the average Italian security, 
opportunity, and hope for the future and his 
children’s future, unless the nation’s economy 
becomes part and parcel of a wider economic 
and ultimately political system. For it is only if 
that goal is attained that the Italian economy 
may become ultimately shaped along natural 
lines, the population pressure can be remedied, 
and the creative abilities of the Italian people 
can find outlets commensurate to their value 
and to the requirements of a healthy and ex- 
panding economy” (p. 143). 

C. R. WHITTLESEY 
University of Pennsylvania 


The Problem of Budgetary Reform. By J. R. 
Hicxs. London: Oxford University Press, 


1948. Pp. 96. $1.50 (paper). 


War and the nationalization of industries 
have brought new types cf expenditures to the 
British treasury. Some of the new agencies en- 
gage in trade and hold inventories and capital 
assets. In so far as it relates to such agencies, the 
traditional budget statement on a cash basis 
does not give a clear or accurate picture of the 
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financial transactions of the government. The 
exchequer has fallen into the habit, without any 
clear guiding principle, of handling many of the 
transactions with these agencies as “below-the- 
line” adjustments to the ordinary budget sur- 
plus or deficit. Thus in 1948 a fairly substantial 
budget surplus was entirely wiped out by “be- 
low-the-line” adjustments. 

Professor Hicks is disturbed by this practice. 
His first concern is to get a clearer statement of 
the government’s financial transactions. For ex- 
ample, a trading agency must have working 
capital; but that capital is liquidated and re- 
turned to the exchequer when the agency is dis- 
solved. On a cash basis “every expansion of pub- 
lic enterprise will make for apparent deficits; 
every retreat will show itself in an apparent sur- 
plus” (p. 7). His second concern is with “the 
failure of the budget accounts to come into con- 
nexion with the account of the National Income 
White Paper . . .” (p. 54). This is due partly to 
a difference in timing, but more to the fact that 
in payments between the public and the private 
sectors of the economy the payer may regard the 
transaction as a current one, while the payee 
may regard it as a capital transaction, or vice 
versa. 

The reform proposed deals with budgetary 
accounting principles. It would divide all gov- 
ernmental departments, according to the nature 
of their principal activities, into “administrative 
departments” and “trading departments.” The 
exchequer would continue as paymaster for the 
administrative departments, and their accounts 
would remain on a cash basis. But for the trad- 
ing departments, the exchequer would be essen- 
tially a bank; it would make advances to them 
on capital account. Interest payments and prof- 
its (if any) from the departments would be cur- 
rent revenue, while repayments of loans would 
go to capital account. If necessary, subsidies 
would be made to them on a cash basis. All pub- 
lic receipts and disbursements would be classi- 
fied as current or capital, and the budget would 
be divided into a “current account” and a “capi- 
tal account.” 

Professor Hicks’s exposition of the problem is 
clear and lucid; the arguments supporting his 
proposal are cogent and convincing. (In some 
respects his proposal is similar to Professor Mor- 
ris Copeland’s proposal for a “(New Federal Fi- 
nancial Statement” in this country.) There 
should be little disagreement either with the 
analysis or with the recommendations. 

Experience with government corporations in 








Im 


Ro 
for 
tur 
lat 
fiel 
nic 
ani 
gec 
tia 


Mc 


to | 
in t 
ord 





any 














BOOK REVIEWS 357 


the United States indicates one possible difficul- 
ty. A large government of large departments is 
unwieldy and extremely difficult to control and 
co-ordinate. Professor Hicks recognizes that it 
would be “most important” to see that the con- 
trol of Parliament over finances was not weak- 
ened by the proposed change (p. 85). But else- 
where he states that treasury control over the 
trading departments would be essentially that 
of a bank over its borrowers and not “detailed 
control... to see that money is exactly spent 
on the purposes and in the ways for which it has 
been appropriated” (p. 47). It is possible that 
parliamentary control of finances might be un- 
able to bridge this banker-customer relationship 
and make itself felt on the ultimate user of the 
funds. 

B. U. RaTtcHFORD 
Duke University 


Imperfect Competition in International Trade. 
By S. B. RANGNEKAR. London: Oxford Uni- 
versity Press, 1949 (University of Bombay 
Publications, Economic Ser. No. 1). Pp. 
xvi+187. $8.00. 


Dr. Rangnekar presents an extension of the 
Robinson-Chamberlin theory to the province of 
foreign trade. In this slender volume the litera- 
ture of imperfect competition is carefully corre- 
lated with previous work in the author’s special 
field. Several diverse types of analytical tech- 
nique are developed with great skill. Thus the 
analysis is presented in terms of plane and solid 
geometry, indifference curves, and the differen- 
tial calculus. Apparently, however, this wealth 
of analytical technique does not lead to out- 
standing general conclusions. The discussion of 
most topics ends too abruptly in intricate dia- 
grams or abstruse equations. 

A. J. NIcHOL 
University of Pennsylvania 


Money, Banking and Credit in Mediaeval Bruges. 
By RayMonp DE Roover. Cambridge, Mass.: 
Mediaeval Academy of America, 1948. Pp. 
Xvii+420. $8.75. 

Dr. de Roover’s book is another testimonial 
to the rewards awaiting patient and hard work 
in the writing of history. From the business rec- 
ords of Collard de Marke and Guillaume 
Ruyelle at Bruges and from subsidiary docu- 





ments, de Roover has drawn a surprisingly cir- 
cumstantial picture of the monetary aspects of 
business in Bruges through the second half of 
the fourteenth century and parts of the fif- 
teenth. 

The work is divided into three parts, the first 
of which concerns the Italian merchant-bankers 
whose experience and acumen was such that 
“foreign trade in Western Europe became vir- 
tually an Italian monopoly.” The second section 
is devoted to the Lombards or “Cahorsins” who 
were engaged in a rather large-scale pawnbro- 
kerage business. And, third, there were the 
money-changers engaged not merely in manual 
exchange but also in local exchange more or less 
as it existed in the United States before the in- 
troduction of the Federal Reserve System as 
well as in foreign exchange. 

Criticism by a reviewer of de Roover’s his- 
torical narrative is extremely difficult because 
quite properly his story is closely bound to the 
documents he uses. He, moreover, has devel- 
oped a judicious mixture of constructive imagi- 
nation and historical caution in the use of this 
information. Despite the difficulties of recon- 
structing a business picture with any accuracy 
of detail at such a distance in time de Roover 
has done a highly commendable job. 

In addition to the chronicle arising from 
de Roover’s synthesis of the material contained 
in the business records, two theoretical aspects 
of the study merit comment. One is the inter- 
pretation of the then prevalent usury prohibi- 
tions, and the other is the attempt to integrate 
economic analysis with the historical inter- 
pretation. 

De Roover overlooks the similarity between 
evasion “and subterfuge on the part of persons 
practicing usury in the medieval society” and 
income-tax evasion, commercial bribery, and 
the like today. The presence of such practices 
does not justify the conclusion that our laws 
proceed only from stupid legislators; no more 
does it in the fourteenth century. 

Whatever his competence in the history of 
banking, de Roover shows little insight into the 
actual course of the development of usury anal- 
ysis. In spite of the inclusion of Nelson and 
McLaughlin in the Bibliography, the treatment 
shows no advance over Endemann. Pages 150- 
§2 are especially ill-advised. In contrast to the 
meticulous detail with which the business rec- 

ords are analyzed, very sweeping statements are 
made without any reference whatsoever. 

In the matter of the relation of economic his- 
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tory to economic analysis, de Roover likewise 
presents conclusions that seem artificial and un- 
convincing, such as the development of banking 
(p. 312) and the creation of credit (p. 346). 
The logical problems involved in these con- 
clusions we leave to the reader after he has en- 
joyed de Roover’s enlightening chronicle. 


B. W. Dempsey, S.J. 
St. Louis University 


The Brazilian Economy. By HENRY WILLIAM 
SPIEGEL. Philadelphia: Blakiston Co., 1949. 
Pp. xv+ 246. $4.50. 

This new book on the Brazilian economy con- 
stitutes a substantial contribution to the Eng- 
lish literature on the economic development and 
problems of Latin America. The author has 
drawn heavily upon works in Portuguese not 
available generally to readers in this country. 
Although attention centers upon an analysis of 
the economy and its development, the reader is 
made aware, particularly in the Introduction 
and in Part II, dealing with population and la- 
bor, that the social and political problems are 
closely interwoven with the economic, Part I 
deals with income, prices, and finance; while 
foreign trade and investment, agricultural prob- 
lems, and industrial development are treated in 
other broad divisions of the study. 

Like all investigators of Latin-American 
problems, the author has struggled against the 
inadequacy of reliable statistics. He has suc- 
ceeded, nevertheless, in assembling from gov- 
ernmental, private, and quasi-governmental 
sources much statistical data bearing on the 
economy. He has estimated national income and 
federal, state, and municipal revenues and has 
used these and other estimates judiciously. 

Many, if not most, of the conditions in Brazil, 
as described by Spiegel, are common to many of 
the Latin-American countries. He characterizes 
the economic history of Brazil as one of “rising 
domestic prices, budget deficits, export sur- 
pluses, currency depreciation, and inflow of 
capital.” By rough estimate, wholesale prices 
rose from 100 in 1840 to 2,800 in 1945. From 
1822 to 1948 the value of Brazilian currency de- 
preciated in terms of American money by 99.5 
per cent, from 1 cent per reis to 0.005 cents. 
Wartime and early postwar inflation in Brazil 
considerably exceeded our own. Much recent in- 
flationary pressure has stemmed from budget- 
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ary deficits. Spiegel points out that between 
1907 and 1944 there were only two years of fed. 
eral budgetary surplus, three years of state sur. 
plus, and thirteen years of municipal surplus, 
During the war the purchase of gold and foreign 
exchange and the payment of American gold for 
our military expenses in Brazil swelled the mon- 
etary circulation and contributed to inflation. 

Low productivity and little capital per work- 
er and the small size of most Brazilian business 
enterprise are other characteristics common to 
Latin America. In fact Spiegel holds that, in re- 
lation to the amount of capital available, Brazil 
is not underdeveloped (p. 89). Yet there is vast 
room for expansion in the interior, a develop- 
ment which will undoubtedly await improve- 
ment of transportation facilities, i.e, heavy in- 
vestment in means of transporting people and 
products. While inequality of wealth and forced 
saving through inflationary processes have con- 
tributed to Brazilian capital accumulation, the 
author observes that a rise in wages may also be 
effective in inducing investment in greater 
quantities and better types of equipment. 

In the remaining chapters of his work Spiegel 
discusses foreign trade and the problem of for- 
eign exchange, the historical evolution of agri- 
culture, and price-support programs for certain 
agricultural products which make Brazil a trail- 
blazer in that respect. He treats briefly the 
growth of industrial production, the structure of 
business enterprise, and the influence of govern- 
ment upon it. The large expected returns on 
capital investment and the high level of returns 
realized, with annual profits of 20 per cent of 
capital considered normal, are pointed out. Fi- 
nally, the author advances his ideas on the re- 
quirements for Brazilian development. 

In this small volume Spiegel attempts to cov- 
er a tremendous amount of ground, and some of 
the chapters appear to be sketchy in their treat- 
ment of the subject. For the most part, the dis- 
cussion brings the reader down to about 10946, 
thus excluding the foreign-exchange difficulties 
that have arisen again in the last two years. Re- 
cent developments in the Brazilian economic 
picture, consequently, must be filled in by refer- 
ence to other more recent works and articles 
dealing with the postwar period. Notwithstand- 
ing these mild deficiencies, the study is a careful 
presentation of the results of research in Brazil 
under a Guggenheim fellowship. Works like this 
will help drive home to American economists the 
complex nature of the economic and social prob- 
lems in an area whose economies we frequently 





BOOK REVIEWS 


consider to be at a relatively simple stage in 


their evolution. 
WALTER H. DELAPLANE 


Agricultural and Mechanical College of Texas 


A Charter for World Trade. By Ciatr Witcox. 
New York: Macmillan Co., 1949. Pp. xvii+ 
333- $4.50. 


The successful negotiation of the Havana 
Charter for the International Trade Organiza- 
tion has been due in large measure to the untir- 
ing efforts of Clair Wilcox and the members of 
his staff. As director of the State Department’s 
Office of International Trade Policy, Dr. Wilcox 
steered the course of the Charter from the draft- 
ing of the American Proposals for the Expansion 
of World Trade and Employment in 1945 through 
the preparatory conferences in London, New 
York, and Geneva in 1946 and 1947 to the final 
act of the Havana conference in March, 1948. 
As the first comprehensive analysis of the Ha- 
vana Charter, A Charter for World Trade is an 
essential key to its understanding for all except 
perhaps those few who have actually partici- 
pated in the three years of almost continual 
negotiation of its provisions. Since the Charter 
isan exceedingly complex document represent- 
ing at nearly every stage a compromise of 
varying national interests, it cannot be un- 
derstood apart from the negotiations which 
preceded its final formulation. 

Part I of the book deals with the develop- 
ment of the original American proposals as the 
embodiment of traditional American trade poli- 
cies, together with a résumé of the conflicting 
national policies and interests encountered in 
the subsequent negotiations at London, New 
York, Geneva, and Havana. The chief obstacles 
to international agreement on the traditional 
American principles of free private enterprise, 
multilateralism, and nondiscrimination included 
(1) the world-wide imbalance which character- 
izes the immediate postwar period; (2) the be- 
lief among certain groups in Britain and else- 
where that Europe cannot compete on a nondis- 
criminatory basis with the United States and 
that her hope for exports lies in preferences and 
bilateral deals; (3) the view that industrializa- 
tion in underdeveloped countries cannot be 
achieved without freedom to employ quantita- 
tive import restrictions and preferences; (4) the 
fear that multilateral trade would make the rest 
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of the world vulnerable to depressions originat- 
ing in the United States; (5) the growth of state 
trading and economic nationalism; and (6) the 
demand for restrictive measures on the part of 
Americans, e.g., quotas and subsidies on farm 
products, measures arising out of security con- 
siderations, etc. Wilcox gives only scant atten- 
tion to the arguments against multilateralism 
and nondiscrimination; and, in the opinion of 
the reviewer, some of these criticisms cannot be 
summarily dismissed... However, adequate 
treatment of these questions would have taken 
the author far afield and would perhaps require 
another volume. 

In his comprehensive analysis of the Charter 
in Part II Wilcox shows how these obstacles and 
conflicting economic philosophies have influ- 
enced the development of its provisions. Per- 
haps the most significant provisions of the Char- 
ter are those dealing with quantitative restric- 
tions, since without a removal of quota and 
other direct controls the benefits of tariff reduc- 
tions will be largely voided. The most important 
exception to the general rule against the use of 
quantitative import restrictions is that which 
permits a member to employ such restrictions 
to safeguard its balance of payments. Although 
it is readily admitted that balance-of-payments 
deficits may be the result of inappropriate mon- 
etary and fiscal policies (and in fact the deficits 
may be deliberately planned), the ITO has no 
jurisdiction over the internal policies of its mem- 
bers. Wilcox fully recognizes the possibility that 
some members may employ quantitative re- 
strictions indefinitely under the balance-of-pay- 
ments exception, but he believes that such cases 
are unlikely.? 

From the standpoint of American foreign 
policy the question of discrimination in the use 
of quantitative import controls is perhaps more 
significant than the conditions under which such 
controls can generally be applied. The provi- 
sions covering discrimination are exceedingly 
complex, but they give members a large degree 
of freedom to use discriminatory import restric- 
tions until March, 1952, after which they must 


* See, e.g., the criticisms of Thomas Balogh in 
“The United States and International Economic 
Equilibrium,” Foreign Economic Policy for the 
United States, ed. Seymour E. Harris (Harvard 
University Press, 1948). 

*See Virgil Salera, “Mikesell on International 
Monetary Agreements and Planned Economies,” 
and my note entitled “‘A Reply,” this Journal, 
October, 1948, for a discussion of this point. 
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consult the Monetary Fund or the ITO regard- 
ing restrictions which are still in force. Wilcox 
has little to say regarding the outlook for the 
abandonment of discriminatory restrictions 
after 1952. It is clear, however, that they cannot 
be generally eliminated until the pound sterling 
and perhaps certain other important currencies 
are again convertible into the dollar. For incon- 
vertibility implies discrimination. 

In Part III, entitled “Appraisal of the Ha- 
vana Charter,” Wilcox quite understandably 
takes the role of a sincere advocate. His presen- 
tation of the merits and weaknesses of the Char- 
ter is nonetheless fair and objective. He does not 
gloss over its shortcomings. For example, he 
readily admits that the rules on state trading 
are weak and that so far as their enforcement is 
concerned we must depend in large measure 
upon the good faith of the members. He is quite 
cognizant of the well-known dangers of interna- 
tional commodity agreements and recognizes 
that members may exploit to the limit the ex- 
ceptions to the rules on quantitative restric- 
tions, such as the balance of payments and in- 
dustrialization exceptions. Dr. Wilcox sums up 
his views as to America’s interest in the Charter 
in the following quotation: “The Charter offers 
to the United States an opportunity to obtain 
a considerable measure of influence with respect 
to future commercial policies all around the 
world. We can obtain this influence without 
taking any commitments that would be incon- 
sistent with our own established policies” 


(p. 185). 


University of Virginia 


RAYMOND F. MIKESELL 


Britain’s Colonies in World Trade. By F. V. 
Meyer. London: Oxford University Press, 
1948. Pp. xvi+281. $6.00. 


Since the British Colonial Empire accounted 
for the largest share of world trade next to 
Britain, the United States, and Germany, the 
student of international commerce will be grati- 
fied by Mr. Meyer’s study. The bulk of the 
book, however, is devoted to the history and ef- 
fects of the Imperial Preference System, and it 
is this analysis in which the chief value of the 
study resides. 

The analysis is primarily statistical. The au- 
thor concluded that Imperial Preference was 
effective in raising the empire’s as well as Brit- 
ain’s share in the colonial import trade. With a 
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few exceptions, however, empire sales in the 
colonies did not increase in absolute terms. The 
exceptions, significantly, are in Palestine and 
Northern Rhodesia, where large capital invest- 
ments increased income and led to a higher level 
of trade. Similarly, quota barriers against im- 
ports of Japanese textiles effectively penalized 
Japanese commerce. Although Britain increased 
her sales in every “quotaed” colony, except 
West Africa, the principal gain from reducing 
Japanese trade accrued to India, Hong Kong, 
Italy, and a few other countries whose prices 
were nearer Japanese levels than British prices 
were. What was lost by Japan either disap- 
peared through a fall in the colonial trade or was 
captured by the other competitors of Lanca- 
shire. 

Comparing benefits given and _ received, 
Meyer concludes that, on the whole, the United 
Kingdom and Canada lost substantially on ac- 
count of the preferential system. The colonies 
gained more from them than they gained from 
the colonies. India gained substantially. Among 
the colonies, the East Africa colonies benefited 
because they enjoyed preferences in the British 
market without offering any preferences them- 
selves; the West Indies, Fiji, and Mauritius 
gained substantially because of the valuable 
sugar preferences. Malaya, Ceylon, and proba- 
bly the West African colonies lost on balance 
because their preferred exports (rubber, tin, 
cocoa) exceeded the requirements of the prefer- 
ential market. 

In arriving at these conclusions, the author 
is aware of the hazards of his undertaking. He 
considers other causes, concurrent with the im- 
position of trade preferences, that affected 
changes of trade (the depreciation of sterling, 
cyclical changes, etc.). In assessing the net ef- 
fect of the preferential system, Meyer alludes to 
and, to some extent, makes allowance for the 
diverse indirect effects that cannot be quanti- 
fied. The entire study demonstrates the short- 
comings of statistical analysis inherent in the 
paucity of statistical data as well as the logical 
difficulty of appraising the effects of a policy 
when we cannot know what would have hap- 
pened in its absence. 

Here and there Meyer offers interesting ob- 
servations on various effects on the colonies of a 
preference system that was determined at the 
metropolitan center and thus was set up largely 
without consideration of the needs of the indi- 
vidual colonies. All colonies were opposed to the 
import quotas against cheap Japanese textiles 
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which hit the poorest section of the empire with- 
out apparently benefiting its richest. The pref- 
erence system also militated against the diversi- 
fication of overspecialized colonial economies 
since, as compared with an open market, this 
system led to an artificial distortion of the econ- 
omy in favor of a particular product. 

Chapters xi and xii explore the advantages of 
regional arrangements in the Caribbean and in 
southeastern Asia. This examination is some- 
what superficial and inconclusive. The recom- 
mendations of the final chapter suffer from its 
disregard of the realities of the postwar world, 
which suggest that the book was written before 
or during the war. Occasionally there are minor 
errors of fact. For example, after 1933 the Unit- 
ed States no longer controlled the customs ad- 
ministration of Haiti and Santo Domingo, as is 
asserted on page 207. 

Mr. Meyer deserves high praise for having 
undertaken such a lucid and painstaking study. 


Kraus E. Knorr 
Yale University 


The Economic Problems of Forestry in the A ppa- 
lachian Region. By Wittiam A. DUERR. 
Cambridge: Harvard University Press, 1949. 
Pp. xii+317. $5.00. 


The economic problems of forestry as set 
forth in this book are broader in scope than the 
title would indicate. The regional approach is 
chosen “merely for convenience in providing 
concrete illustrations of principles” (p. 2). The 
author seeks (1) to define the field of economics 
of forestry, (2) to outline the economic problems 
of forestry as a background for research, 
(3) to show where economic techniques can be 
used in forestry research, and (4) “to demon- 
strate the usefulness of the ‘economics ap- 
proach’ and the ‘economics viewpoint’ in fores- 
try methods” (p. 6). 

Although a convenient outline of the field of 
forestry economics is provided in the Introduc- 
tion, the full definition unfolds as the economics 
of each of the five main branches—forest land, 
forest production, forest industry, distribution 
and prices of forest products, and consumption 
of forest products—is described and analyzed. 
Following the same classification, another out- 
line is given of the economic problems of fores- 


The author divides the Appalachian region 


into five “provinces”—coastal plain, piedmont, 
highlands, great valley, and interior province— 
based on “the broad geographic pattern of for- 
estry conditions in the region” (p. 33). A brief 
description of the physiography, industry, agri- 
culture, and forests of the region is provided in 
the first chapter. Single chapters are devoted to 
“Problems of People and the Land,” “Problems 
of Forest-Land Management,” “Problems of 
Timber Management,” and “Problems in the 
Consumption of Forest Products.” Five chapters 
comprising more than one-third of the book are 
devoted to marketing and marketing problems. 
This extensive treatment of marketing is ad- 
mirable in that it not only is an able description 
of the marketing institutions but provides a 
well-reasoned analysis of the economic and so- 
cial effects of existing arrangements. The analy- 
sis of the contractor system in marketing pulp- 
wood is especially good. The Appendix supplies 
definitions of forestry economics by other writ- 
ers and a quantitative measurement of the posi- 
tion of timber in the whole economy. 

For judging forestry practices, Duerr sets up 
as a goal for forestry the “optimum contribution 
to maximum national real net income over an 
indefinite period beginning in the immediate 
future” (p. 24). It is this standard that provides 
the yardstick for analysis and that gives the 
book consistency—a virtue that more general 
treatments of economic problems frequently 
lack. 

As a background for research in forestry eco- 
nomics the book is excellent. It should prove 
especially helpful to economists lacking formal 
training in forestry who choose to study some of 
the problems in this field. To anyone interested 
in research in forestry economics, the author 
provides a veritable gold mine of questions and 
problems which would be challenging research 
projects. What tax system would best contrib- 
ute to the desired goal? How should tax delin- 
quency on forest lands be handled? What should 
be the limit of efforts to reduce forest fires under 
varying conditions? What is the actual cost of 
planting trees? Is there a need for the timber 
planted or for the protection the plantation 
would give to the land? What are the varying 
fortunes of the forest-growing stock over the 
course of business cycles? What effect does the 
interest rate have upon depletion of the forest- 
growing stock? What effect does farm tenancy 
have upon forestry? What is the best method 
for large wood-using concerns to provide long- 
run security of raw-material supply? What 
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measures may be necessary to bring the multi- 
tude of small holdings into reasonable adjust- 
ment with regional goals of forest production? 
What alterations are needed in marketing meth- 
ods? What is the optimum size of sawmills 
under varying conditions? The reader will find 
many other equally significant problems posed 
or suggested. 

W. Tate WHITMAN 
Emory University 


Wool Tariffs and American Policy. By DONALD 
M. BLINKEN. Washington, D.C.: Public Af- 
fairs Press, 1948. Pp. xii+168. $3.00. 


This brief study, concisely written and vigor- 
ously phrased, is primarily a demand for the 
abolition of our duties on wool and woolen 
manufactures. The basis for this demand is a 
rather summary and none too critical survey of 
the main developments in wool growing and 
manufacturing in this country during the last 
two decades. 

Blinken concludes that only 10,000 of the 
490,000 sheep-raisers in this country have large 
flocks; the rest average only twenty-five sheep 
apiece. About 80 per cent of the receipts now 
come from meat rather than from wool; and the 
high price recently obtained for meat, combined 
with some shift to cattle-raising, has drastically 
reduced the flocks. In 1947 they were nearly a 
third below the 1936-45 average and below any 
figure since 1867. Before the war, domestic 
sources provided about 80 per cent of domestic- 
wool consumption, but because of the decline in 
sheep and the doubling of per capita consump- 
tion (which latter the author assumes will be 
permanent) domestic sources now provide only 
about 30 per cent of what we consume. The chief 
increase in the postwar demand is for the finer 
grades, but only about half of the domestic clip 
is of this quality. 

Turning to the manufactures of wool, it is 
pointed out that woolen and worsted imports 
since 1927 have averaged less than 2 per cent of 
the domestic production. Around 85 per cent of 
these imports came from the United Kingdom 
and were based on quality, design, and foreign 
prestige rather than on price comparisons. It is 
asserted that only through such factors can 
British manufacturers compete in the American 
market; that despite much lower wage rates, 
they are distinctly less efficient; and that in any 
case they now lack the capacity to supply our 


market. Hence Blinken concluded that “the 
tariff on wool textiles has served no purpose; it 
has neither directly helped nor hurt the Ameri- 
can wool textile industry or the great majority 
of American wool textile consumers” (p. 114). 
The real threat to the industry is the rising use 
of synthetic fibers. 

On the basis of his findings and seemingly on 
the assumption, inadequately supported by evi- 
dence, that the conditions prevailing during the 
last few years will continue with little change, 
the author advocates: (1) the free entry of raw 
apparel wools (finer than 44’s), a guaranteed 
price (unspecified) for the domestic grower, and 
the stockpiling, for war needs, of any unsold 
surplus; (2) the abolition of the specific and the 
ad valorem duties on woolens and worsteds, 
with a reservation of the right to restore a rate 
of 25 per cent if imports of a given fabric for 
three years average over 5 per cent of the do- 
mestic output. 

The value of this study consists in again 
calling attention to the economic burden in- 
volved in these protective duties. The direct 
benefit in higher prices to domestic wool-grow- 
ers since 1940 is estimated at around $45 million 
a year (p. 49). “The annual $100,300,000 initial 
duty [on wool] is compounded through markups 
until it throws an indirect tax of more than one 
billion dollars expenditure upon the public” 
(p. 55). Just how this markup is arrived at, how- 
ever, is not made clear. Still, there can be little 
doubt that, if it is conceded that the wool-grow- 
er is to be protected, it would be far cheaper for 
the American people to do so by subsidizing 
something like the present level of output than 
to continue the system of duties on raw wool 
and its textile products. 

For those who may be inclined to agree with 
most, if not all, of the author’s recommenda- 
tions it must be a matter of regret that so many 
of the sweeping categorical assertions advanced 
to justify them require either added support or 
some modification. In places his line of reason- 
ing is difficult to follow or appears inconsistent. 
Thus we find the incomprehensible statement 
that “the prime principle of American wool con- 
sumption” is “that consumption varies with de- 
mand and not with price” (p. 45; also p. 47): 
That consumption will vary with the business 
cycle, which is the fact upon which this assertion 
is based, nobody will deny; but why it follows 
that price is not a factor in the situation must 
mystify any economist. In fact, many of the 
author’s own arguments rest on the assumption 
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that price does affect consumption. Only eight 
pages later we are told that “manufacturers are 
today becoming aware of the effects of high 
costs upon their sales, and have rapidly been 
losing their enthusiasm for the high wool duty” 
(p. 53); and the whole of the chapter entitled 
“The Real Threat to the Wool Textile Indus- 
try” is based on the thesis that cheap synthetic 
fibers will cut the demand for wool textiles. The 
contention that the duties on wool textiles in the 
tariff of 1930 had no effects— either good or bad 
—on manufacturers or on most consumers cer- 
tainly needs more support and keener analysis 
than are provided. 

CHESTER W. WRIGHT 
University of Chicago 


Economics in South Africa. By N. N. FRANKLIN. 
Cape Town: Oxford University Press (Geof- 
frey Cumberledge), 1948. Pp. 253. 15s. 


The title of this book is somewhat mislead- 
ing. It was not intended as a textbook on eco- 
nomic theory. Its primary purpose was an eval- 
uation of the economy of South Africa in the 
light of modern concepts of full employment and 
of optimum use of resources. The author, who 
until 1946 was on the faculty of Rhodes Univer- 
sity College, Grahamstown, South Africa, drew 
extensively on reports of recent government 
commissions dealing with social and economic 
conditions in that country. He did not hesitate, 
however, to disagree with commission findings, 
where these were not consistent with sound 
economic reasoning and with considerations of 
public welfare. 

The book is divided into ten chapters, with 
a short statistical appendix and an index. Chap- 
ter i (“Introduction”) draws attention to wide- 
spread poverty in South Africa and general 
wasteful use of resources. In chapter ii (“Eco- 
nomic Problems and the Pricing System”) the 
author explains in nontheoretical language the 
function of prices in the utilization of resources. 
This chapter was added to the original manu- 
script in order “to permit the excision of paren- 
thetical explanations from subsequent chap- 
ters” (p. 7). Chapter iii (“South Africa’s Re- 
sources”) deals with trends and composition of 
population and with the sources and distribu- 
tion of national income. Chapter iv (“Roads to 
Efficiency”) analyzes the roles that immigra- 
tion, increased efficiency and mobility of labor, 
taxation, control of monopoly, and planning can 





play in raising national income. Chapters v and 
vi (“Agriculture”), vii (“The Gold Mines”), and 
viii (“Manufacturing Industry”), which com- 
prise nearly half the book, analyze the problems 
of these industries and their roles in the econo- 
my of South Africa. Attention is focused on soil 
depletion and erosion and uneconomic use of re- 
sources, especially non-European labor. Chapter 
ix (“Equity and Stability”) deals with social 
security, reform of taxation, and periodic deficit 
spending as means for decreasing poverty and 
insuring full employment. Chapter x (“‘Agen- 
da’”’) is a concise summary of recommended fu- 
ture policy. 

The underlying thesis is that South Africa’s 
economy, in spite of its apparent mineral 
wealth, is on a fundamentally unsound and 
vulnerable basis. Chief sources of weakness are 
(a) undue dependence of all branches of the 
economy upon gold, a wasting resource; 
(b) the wide disparity of wage levels, efficien- 
cy, and conditions of employment as between 
European (white) and non-European labor; 
(c) the generous, but ill-advised, assistance 
given by successive governments to Euro- 
pean farmers, usually at the expense of other 
segments of the population (p. 98); (¢) unsound 
industrial development based upon tariff pro- 
tection and other forms of subvention, includ- 
ing exploitation of non-European labor; and 
(e) widespread development of monopolies, 
many of which are owned and operated by the 
government. 

The author advocates long-term planning 
aimed at increasing the efficiency, mobility, and 
earnings of the non-European population, in 
both rural and urban areas; development of 
small-scale industries in native territories; and 
improved cultural practices designed to prevent 
soil deterioration. 

Although the “purist” in economic theory 
may question the validity of many of the au- 
thor’s observations and conclusions, there can 
be little doubt as to the essential soundness of 
his over-all analysis. He has demonstrated 
clearly and with commendable moderation that 
many of the measures taken in the past to bol- 
ster “white supremacy’”’ will, if continued, even- 
tually undermine the whole fabric of South 
Africa’s economy. 

This is a very stimulating and thought-pro- 
voking book. Although it was intended primari- 
ly for people in South Africa, it should prove in- 
teresting to economists and statesmen in other 
countries. While some of the problems dealt 











with are peculiar to South Africa, the problem 
of planning for long-term general welfare is 
common to all countries. 

J. M. TINLEY 
University of California 


Government as Employer. By STERLING D. 
SpERO. New York: Remsen Press, 1949. Pp. 
ix+497. $5.65. 


In its relations with its employees the gov- 
ernment as employer is faced continuously with 
the problems of dealing with wages, hours, and 
general working conditions. Disputes may lead 
to strikes, as they have in the past in certain 
state and local jurisdictions in the United 
States. Some democratic states have provided 
special machinery for dealing with these and 
other public employee questions. The Whitley 
Council system and additional agencies in Great 
Britain are perhaps the best known. Proponents 
of administrative syndicalism in France, espe- 
cially before 1914, have advocated the creation 
of different types of organizations which would 
ultimately have the illusory objective of secur- 
ing “democratic management.” 

In the settlement of labor disputes in the 
public services of the United States, there has 
been a gradual development of agencies and 
procedures, including collective bargaining, 
which have been based upon experience in pri- 
vate industry. At the national level this devel- 
opment has been slow, due in part to the fact 
that unionism developed originally in general 
administrative and postal services and military 
establishments in which special statutory and 
administrative regulations governed the condi- 
tions of work. Within recent years unions of 
public employees have shown an increased ac- 
tivity and added interest in collective bargain- 
ing. This interest has been encouraged by the 
backwash of the Wagner-Connery Act, the im- 
petus furnished by the New Deal to the labor 
movement as a whole, the development of the 
government corporations, and the success of 
various unions of public service employees in 
negotiating at the local level. Professor Spero 
looks upon this development as being in the di- 
rection of the “balance” between labor and 
management which is desirable in the public 
employee relations of a free society. 

The evolution of procedures for negotiation 
and settling disputes at the national level repre- 
sents one major topic in Spero’s study which 
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deals with the history of labor relations in na- 
tional, state, and local public employment. His 
survey includes the legal rights of employees 
(skilled craftsmen, industrial workers, postal 
employees, firemen, policemen, teachers, etc.), 
trade-unionism in the public service, and the 
evolution of the present employment policies of 
the government. Despite the scope of his task, 
Spero has produced a book which is sound in its 
viewpoint and accurate in its presentation, 
When added to his earlier writings, this book 
furnishes an excellent picture of trade-unionism 
in the public services. 

One might hope that Spero at some future 
date will make a comparative study of the gov- 
ernment as employer in modern democratic 
states. His passing mention of British, French, 
and Canadian experiences might be expanded in 
the light of postwar developments; and atten- 
tion could be devoted to additional democratic 
states, such as Sweden, Switzerland, and the 
other British dominions. In other words, we 
might look forward to another and more ambi- 
tious study which would indicate the trends in 
the evolving relations of the government and its 
employees in those states which are included in 
the “West.” 

TAYLOR COLE 
Duke University 


Wobbly: The Rough-and-Tumble Story of an 
American Radical. By RALPH CHAPLIN. Chi- 
cago: University of Chicago Press, 1948. Pp. 
vi+435. $5.00. 


Nearly half a century ago, on June 27, 1905, 
the secretary of the Western Federation of Min- 
ers (later to become the International Union of 
Mine, Mill and Smelter Workers, AF of L, and 
now CIO) stood on the platform of Brand’s 
Hall, Chicago, to open the first convention of 
the Industrial Workers of the World (IWW). 
His name was William D. Haywood. “This,” he 
said, “is the Continental Congress of the Work- 
ing Class.’” 

Thus launched on its obstreperous career, for 
two decades this picturesque, lively, and some- 
what down-at-the-heel organization of the 
“Wobblies” was to be an important, and at 
times well-publicized, feature of the American 
labor scene. Under the (frequently repudiated) 

* Bill Haywood’s Book: The Autobiography of 
William D. Haywood (New York: International 
Publishers, 1929), p. 181. 
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leadership of Eugene V. Debs, Daniel De Leon, 
William Z. Foster, and, not least, Haywood they 
were to make a significant impression, after 
their fashion, upon the developing labor move- 
ment in the United States. 

Ralph Chaplin, who at sixty-one was to be- 
come the author of “Wobbly,” was a Chicago 
youngster of eighteen when the [WW was 
launched in that city. But the Wobblies, though 
(sporadically) central to his story, are not all of 
it. It begins well before he joined them. Before 
it ends, he has outlived them. In between it is 
the dual story of a foot-loose radical and a de- 
voted family man expending himself (when the 
frequent IWW crises allowed it) upon his home 
and garden in a suburb of Chicago. Born in 
Cloud County, Kansas, of pioneer stock, his 
parents migrated unwillingly to Chicago, where 
the family lived—evidently much too close to 
the ragged edge. Chaplin reports that when his 
father lost his first job in Chicago “a feeling of 
panic got me . . . [had thought a job was some- 
thing that was always there” (p. 6). 

Chaplin was drawn early into radical circles 
in Chicago. A sensitive, highly idealistic young- 
ster, he was greatly fascinated by the doctrines 
of socialism and philosophical anarchism. Two 
of his boyhood idols were Eugene V. Debs and 
William D. Haywood, who were later to play 
significant roles in the IWW. A studio job hav- 
ing faded out on him—as, later, other such jobs 
were to fade out or to be abandoned by him for 
crisis assignments with the Wobblies—he 
shipped out to Amarillo, Texas, as a raw recruit 
in a “vast army of harvest workers.” Between 
jobs at “a dollar and a half to two dollars a day 
in northern Texas to a possible two-fifty a day 
in the Dakotas and Canada” he “rode the rods” 
and “jungled up” with other migratory workers 
(“bindle stiffs”). “We were expected to ‘keep 
moving,’ yet we couldn’t move at all without 
breaking the law. And every time we broke the 
law, the law tried to break us” (p. 88). 

From then on out through most of his life 
Chaplin was in the thick of left-wing Jabor ac- 
tivities, which became more and more exclusive- 
ly Wobbly activities. After the tour of the har- 
vest fields there followed trips to Mexico, to 
West Virginia and the Kanawha miners’ strike, 
to Montreal, back to Chicago and Cook County 
jail, to Leavenworth and the federal penitentia- 
ty with scores of other Wobblies, to points East 
and West, after release on bail with a few others, 
on a speaking tour for the TWW General De- 
fense Committee in behalf of fellow-workers still 


at Leavenworth, to Leavenworth again (with- 
out Haywood, who had “jumped bail” to Mos- 
cow) to do time until] commutation by President 
Harding in 1923, to Chicago (where most Chap- 
lin excursions began and ended), to Florida for 
rest and scrivening, to San Francisco and the 
waterfront labor crisis, to Tacoma, to edit the 
Tacoma Labor Advocate, to Chicago, and to 
Tacoma once more. 

Chapin’s story is told in straightforward 
fashion, with simplicity and candor—and here 
and there with vividness and eloquence. The 
long account of prison life at Leavenworth is 
particularly good. 

P. F. BRISSENDEN 
Columbia University 


Wartime Production Controls. By Davm No- 
vick, MELVIN L. ANSHEN, and WILLIAM C. 
TRUPPNER. New York: Columbia University 
Press, 1949. Pp. vi+441. $6.00. 


It is a disheartening reflection on man’s acu- 
men in developing means for controlling war to 
state that only four years after the close of 
World War II a volume evaluating wartime pro- 
duction controls is timely. So long as world 
peace is based upon the precarious balance of 
military power, however, industrial-mobiliza- 
tion preparedness will remain a dominant na- 
tional problem. 

The book by Messrs. Novick, Anshen, and 
Truppner is a penetrating analysis of a chaotic 
and vitally important episode in American eco- 
nomic history. The volume is not, however, an 
over-all study of wartime production controls, 
as the title suggests, but rather a review and as- 
sessment of the War Production Board’s efforts 
to regulate consumption of materials during 
World War IT. An investigation of wartime pro- 
duction controls would cover such additional 
phases as manpower, facilities, machinery and 
equipment, pricing policies and procedures, fi- 
nancing techniques, transportation and essen- 
tial civilian services. Scanty reference is made to 
these fields or to the participation of other gov- 
ernment agencies. 

The authors’ preoccupation is with the 
mechanism to implement policy rather than 
with the policy itself. They develop the con- 
catenation of material control procedures from 
the initial rudimentary individual preference 
ratings to the eventual controlled-materials 
plan. It is not in this descriptive recitation of 











administrative developments, however, that the 
study makes its significant contribution. The 
sheer narrative has been adequately covered in 
government historical reports of the War Pro- 
duction Board. This book is most interesting 
and meaningful where addressed to the analytic 
implications of policy and procedural develop- 
ments. 

The authors emphasize the fact, frequently 
overlooked, that the foundation of a system of 
national economic controls is the procurement 
contract let by the military services, and they 
therefore stress the significance of accurate 
scheduling. They emphasize the urgency of 
maintaining balance between end-items and 
components, of advance preparedness, adequate 
controls, a suitable statistical reporting system, 
and successful civilian-military relationships. 

These recommendations of Novick, Anshen, 
and Truppner have been largely met, on paper 
at least, by the creation of the National Security 
Resources Board and the revision of the Muni- 
tions Board, as provided in the National Securi- 
ty Act of 1947. The authors are, however, justi- 
fiably concerned over possible contradiction in 
the activities of the two boards and over the evi- 
dence of fumbling in the progress thus far made. 
They highlight the necessity of endowing the 
top civilian industrial-mobilization agency with 
full and unequivocal authority to determine the 
magnitude of a potential war program and to 
execute established policies. 

Although historical analyses still provide our 
richest sources of information in the field of in- 
dustrial preparedness, new avenues are con- 
stantly being explored. For example, the efforts 
to develop a dynamic input-output model to 
gauge the military programs that may be de- 
veloped from the nation’s resources may even- 
tually yield highly productive results. More- 
over, the changed nature of global warfare aris- 
ing from the atomic bomb, long-range aircraft, 
and guided missiles necessitates the expansion 
of industrial-preparedness studies to include the 
problems of passive defense against potential 

enemy attack on industrial installations. 

These departures, however, merely confirm 
the book’s thesis that a sound industrial mobili- 
zation program must be subject to constant 
scrutiny in the light of advances in control tech- 
niques and methods of warfare. The insight of 
the authors into the shortcomings of WPB regu- 
latory efforts during World War II and their 
well-reasoned conclusions and recommendations 
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make this volume a substantial addition to the 
literature on war economics. 


SIDNEY M. Rossrs 
University of Toledo 


Democracy and Progress. By Davip McCorp 
Wricut. New York: Macmillan Co., 1948, 
Pp. xvii+ 220. $3.50. 


This is a volume of a sort that is bound to 
have scarcity value and to be peculiarly needed 
in times like the present. The author is equipped 
with technical competence that extends beyond 
the field of economics, young enough to have 
centered his economic training on the latest de- 
velopments in the field, broad enough to have 
escaped the tendency to view the economy too 
much as a financial mechanism, and mature 
enough to handle his theme with well-balanced 
judgment not always found in those as well 
versed as he is in the “Keynesian” analysis. He 
has presented a social-political-economic survey 
in terms which should be both interesting and 
easily understandable to the educated general 
reader. The book has already received notable 
reviews.' A. B. Wolfe has rated it as “the best 
defense of private enterprise we have seen.” In 
a field that includes Henry Simons’ work, this is 
high praise, and it seems to be deserved, though 
a comparison with Simons may be misleading, 
since Wright’s book is broader in perspective, is 
less technical, and gives a substantial, though 
subordinate, place to “Keynesian” policies. 

Underlying the argument is Whitehead’s phi- 
losophy of progress and a recognition that it is 
inconsistent with the more extreme and abso- 
lute degrees of “security” which modern liberals 
tend to emphasize. But a reasonable minimum 
of economic security is part of Wright’s system, 
and he has consciously in mind the warped per- 
spectives of Veblenism. He fears the stagnating 
effect of the unduly regimenting state, and 
makes much of the law of the deterioration of 
self-perpetuating groups, apparently feeling 
that the corresponding danger to modern large 
corporate enterprise can be avoided by such ad- 
mittedly imperfect competition as it is still 
practicable to preserve. Adequate prospect of 
profits is essential not only to relieving the state 


*See A. B. Wolfe, American Economic Review, 
XXXIX (March, 1949), 508-17; and O. H. Taylor, 
Quarterly Journal of Economics, LXIII (November, 
1948), 641, 662-70. 
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of an undue burden of maintaining total invest- 
ment but to preserving the vital dynamic of 
economic progress. Democracy needs citizens 
with the independent standing which only pri- 
vate enterprise furnishes. 

There is a significant shift of emphasis in this 
book from Wright’s David A. Wells prize essay 
on “The Creation of Purchasing Power,” but 
this may represent a broadening of his subject 
matter rather than a change in his own attitude. 
In the former book he put spending first—per- 
haps because it seemed at the time to be the fac- 
tor most in need of recognition—but warned 
that we must not forget the factors bearing on 
incentives to producers. In the present book the 
emphasis is reversed; and we are, in effect, 
warned to be content with such incomplete sta- 
bilization and support of total spending as can 
be secured by “obvious and simple” fiscal-mone- 
tary measures that business could and should 
accept, stopping short, for example, of extreme 
progressive taxation aimed at redistribution of 
wealth. The bulk of the argument is concerned 
with other matters. 

The author’s view is panoramic; it would 
take a five-foot shelf instead of a modest-sized 
volume to present documented evidence and ar- 
gument for all the many-sided judgments pre- 
sented; and it would take a long article rather 
than a review of normal length to do justice to 
the content of the panorama. For that, one must 
read the book, and the reviewer hopes that 
many will. 

Wright goes unhesitatingly into the field of 
“values” and consciously chooses expanding 
creativeness as against limitation of wants and 
stagnant security. He attaches primary impor- 
tance to the function of an elite “censor class” 
which, in order to perform its function, must not 
take power, as it is in danger at present of being 
moved to do, but must work by persuasion. Its 
temporary nineteenth-century abdication was 
a calamity; its present too indiscriminate an- 
tagonism to prevailing business standards is a 
danger; these standards need to be more con- 
structively influenced. Not only does the busi- 
hess system need to be reasonably serviceable; 
it is handicapped by lack of a sufficiently pre- 
sentable avowed purpose. We have almost ex- 
hausted our inherited moral capital and stand 


in need of a renewal and a rediscovery of quali- 
tative standards. The fiction of strictly equal 
opportunity is punctured, constructively. Anti- 
trust policy is presented in what seems to be a 
just perspective in relation to the problem of 
employment, avoiding the prevalent extremes 
of disregarding it or of rationalizing it as the all- 
sufficient substitute for “Keynesianism.” This 
is no mean achievement. Unionism is necessary 
“to supplement rather than supplant the com- 
petitive order.” “If . . . the competitive market 
and political democracy are closely associated 
then no absolute privilege for any group is pos- 
sible.” Wright notes the situation of the busi- 
nessman under three masters—the directors and 
stockholders, the union, and the government. 
(A fourth, the customer, may be taken for 
granted.) In short, the business system receives 
an understanding and discriminating defense. 
Naturally, not everyone will agree with all 
the positions taken. I wonder whether the pic- 
ture of “Keynesian” regimentation (p. 182) is 
overdrawn; and the picture (pp. 183-85) of a 
lowered wartime standard of living for workers 
and of a subsequent diversion of OPA from con- 
trolling inflation to redistribution of wealth and 
general economic planning seems not wholly un- 
founded but a bit misleading. “Three genera- 
tions from shirt-sleeves to shirt-sleeves” is the 
exception that proves the author’s rule of avoid- 
ing dubious clichés. The verbal accuracy of a 
few quotations (pp. 54, 70) might be worth 
checking. But such comment is picayunish 
where the author has earned the reader’s grati- 
tude for such expressions as “a world of pen- 
sioned post-office clerks,” the “Alibi Age” (re- 
flection of determinism), the search “for a soft 
job rather than an absorbing one,” “‘A nation of 
mere dial-twiddlers will always be psychopath- 
ic,” and “In the end those intellectuals who de- 
stroy business competition in the name of re- 
distribution, security and planning, because 
they hate Main Street, will find that they have 
destroyed the very diffusion of authority which 
protected them from Main Street.” The forge 
that threw out these sparks represents both heat 

and workmanship. 
J. M. CrarK 


Columbia University 
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